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L INTRODUCTION

Traditionally, a company "goes public"' by retaining an underwriter2
to sell shares of the company's common stock to the general public. As a
general rule, however, no underwriter will take a company public unless
the company has, at a minimum: (1) annual revenue of $20 million, (2) net
income of $1 million, and (3) "the potential to achieve and sustain
significant growth rates (i.e., 20% or greater in revenues) for the next five

1. The term "going public" can be used generally to describe any securities offering, i.e.,
common stock, debt, rights, or warrants, to the general public but is more commonly understood

to mean a company's initial public offering of common stock. This Article uses the term in the
latter sense.
2. The term "underwriter" is defined broadly in the Securities Act of 1933 (1933 Act) as

any person who has purchased from [a company] with a view to, or offers or sells
for a [company] in connection with, the distribution of any security, or participates
or has a direct or indirect participation in any such undertaking, or participates or
has a participation in the direct or indirect underwriting of any such undertaking.
15 U.S.C. § 77b(a)(1 1) (2001). The term, however, is commonly understood, and is used in this
Article, unless the context indicates otherwise, to describe the department of an investment banking
firm that assists companies in going public.

https://scholarship.law.ufl.edu/flr/vol53/iss3/3

2

Sjostrom: Going Public Through anInternet Direct Public Offering: A Sensibl
INTERMETDIRECTPUBLUC OFFERING

to ten years." 3 Consequently, many companies that desire to go public are
unable to do so because no underwriter will handle their offerings.
The Internet, however, has changed this. Now a company can market
its stock directly to the public by posting its offering document on the
Web, making it accessible to hundreds of millions of potential investors. 4
These types of offerings have been termed Internet direct public offerings
(DPOs). The logic of Internet DPOs is straight forward; a company that
cannot convince an underwriter to take it public can get around this
obstacle by going public through an Internet DPO and save as much as
13% in underwriter commissions and expenses in the process.6 Internet
DPOs provide an example of "disintermediation," the term used to
describe the bypassing of middlemen that the Internet has enabled.7
Spring Street Brewing Company, a New York beer microbrewer, is
regarded as the first company to complete an Internet DPO.' Spring
Street's story is typical for a small company; it needed funds for expansion
but was unable to attract an underwriter and unwilling to accept the terms
offered by a venture capitalist.9 Instead of putting its expansion plans on
hold, however, Spring Street decided to raise funds by offering its shares

3. GEN. ACCOUNTING OFFICE, REPORT TO THE CHAIRMAN, COMM. ON SMALL BUSINESS,

U.S. SENATE, SMALBUSiNESS EFFORTSTO FACILrATE EQUrrYCArrALFORMATION 21-22 (Sept.
2000) [hereinafter GAO REPORT]. As noted, this is only a general rule and as such is an
oversimplification. Exceptions to the rule include companies that have an innovative product in a
hot market or that are, or are on track to be, first to market in a particular field. See Laird H. Simons
III, Considerations in Selecting the Managing Underwriter(s)for an InitialPublic Offering, in
How TO PREPARE AN INITIAL PUBLIC OFFERING 41 (Practising Law Institute Corporate Law &
Practice Handbook Series No. BO-OOAF, 1999).
4. According to Nielson Net Ratings, as of May 2001, there were approximately 166.4
million Internet users in the United States. Nielson Net Ratings, availableat http://www.nielsennetratings.com (last visited May 4, 2001).
5. GAO REPORT, supra note 3, at 74. DPOs by small companies pre-date the Internet but
as a result of the Internet are now viewed as a more realistic financing option. See JAMES B.
ARKEBAUER, GOING PuBLIc: EVERYTHING YOU NEEDTO KNOW TO TAKE YOUR COMPANY PuBuc,
INCLUDING INTERNET DIRECr PUBLIC OFFERINGS 183, 299 (1998).
6. See infra note 314.
7. Andrew L. Shapiro, DigitalMiddlemen and the Architectureof ElectronicCommerce,
24 OFHON.U.L.REV. 795,795 (1998). Otherexamples ofdisintermediation enabled by the Interet
include rock bands bypassing record companies by posting recordings of their music on the Web
and authors bypassing publishing companies by posting their work on the Web. See Greg Kot, Not
Business as Usual; PearlJam, Pumpkins Trump the System with New CDs, CM. TRIB., Sept. 29,
2000, at C48; Alan Cowell,A "Techno-Peasant"Goes Internet,N.Y.TIMES, Nov. 1,2000, at C8.
8. Jill E. Fisch, Can Internet Offerings Bridge the Small Business CapitalBarrier?,2 J.
SMALL & EMERGINGBUS. L. 57,75 (1998).
9. Daniel Everett Giddings, CommentAn InnovativeLinkBetween the Internet,the Capital
Markets,and the SEC: How the Internet DirectPublic Offering Helps Small CompaniesLooking
to Raise Capital,25 PEPP. L. REV. 785, 786 (1998).

Published by UF Law Scholarship Repository, 2001

3

Florida Law Review, Vol. 53, Iss. 3 [2001], Art. 3
FLORIDA LA WREVIEW

[VoL 53

directly to the public over the Internet. " To accomplish this, Spring Street
posted its offering documents on its Website and included notices of the
offering on six-packs of its best selling beer." Spring Street completed the
offering in March 1996 raising roughly $1.6 million by selling
approximately 900,000 shares to some 3,500 investors at $1.85 per share.12
Internet DPOs have received a lot of attention in the popular media
following Spring Street's offering. 3 Perhaps encouraged by this publicity
and the growth of the Internet generally, DPO offerings jumped from 336
in 1995 to 498 in 1996, and in 1999, DPO offerings totaled 562."4
However, according to the SCOR Report, a newsletter that tracks DPOs,
less than forty percent of DPOs have been able to raise any money. 5
Considering this poor success rate, does it make sense for a small company
to undertake an Internet DPO? A primary objective of this Article is to
answer that question.

10. Id.
11. Id.
12. Id.
13. See, e.g., Lorrie Grant, Small Firms Take DirectRoute to Stock Offerings,USA TODAY,
Apr. 29, 1997, at 4B; David R. Evanson, DirectHit: With DirectPublic Offerings Entrepreneurs
Can Take Financinginto TheirOwnHands, ENTREPRENEUR, June 17,1997; Kerry Hannon, Going
Publicto the Public:Small Businesses CanBypass Underwritersand Save Big Money, U.S. NEWS
& WORLD REP., June 17, 1996, at 74; Steven E. Levingston, Tiny Firms Offer Stock "Direct"to
Public,WALLST.J., May 20,1996, atCl; Leah Nathans Spiro & Linda Himelstein, With the World
Wide Web, Who Needs Wall Street,Bus. WK., Apr. 29, 1996, at 120; Jim Gallagher, CyberStocks
Small Firms Turning to the Internet to Raise Capital ST. LOUIs POST-DISPATCH, Aug. 11, 1996,
atlE.
14. Data provided by Tom Stewart-Gordon, publisher of the SCOR Report, a monthly
newsletter that tracks DPO offerings, and is on file with the author. The data does not include DPOs
that were registered with the SEC. DPO data since 1990 is as follows:

Yea
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000

Number of
Offerings
35
75
183
341
415
336
498
652
590
562
341

Number of
Comanies
33
56
124
203
254
226
266
274
333
257
241

15. Steven D. Jones, Knowing SCOR EasesGoing PublicforSome, WAL ST. L, Mar. 17,
1999, at NW1.
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To provide context, Part II of this Article outlines the typical process
of going public through an underwritten initial public offering (IPO). Part
III then evaluates the DPO method of going public, including compliance
with federal and state offering registration requirements, broker-dealer
registration requirements, regulation of marketing activities with a focus
on marketing an offering over the Internet, closing an Internet DPO with
a focus on fulfilling federal offering document delivery requirements
through electronic means, and secondary trading of DPO stocks. It
demonstrates that as a result of the lack of coordination among federal and
state securities laws and the lack ofuniformity among state securities laws,
a company conducting a multi-state DPO has to navigate a complicated
maze of overlapping securities regulations.
Part IV describes and analyzes the principal advantages and
disadvantages of going public in the context of both a traditional IPO and
an Internet DPO. It finds that many of the advantages of going public are
not gained, and many of the disadvantages are not avoided, by going
public through an Internet DPO as compared to a traditional IPO. It
cautions companies not to equate a successful Internet DPO to a successful
traditional IPO.
Part V discusses the success rate of DPOs and surmises that most have
been unsuccessful because there is little demand by the public to invest in
Internet DPOs by small companies. It attributes this lack of demand to the
absence of a certification intermediary in the DPO process, lack of
liquidity with respect to shares issued in a DPO, highly publicized
fraudulent schemes involving small companies and the Internet generally,
lack of coordination and uniformity of securities regulations and the
passive nature of the Internet. Part V then addresses the advisability of
Internet DPOs by small companies. It concludes that at the present time it
makes sense for a company to pursue an Internet DPO only as a last resort
except under limited circumstances.
Part VI argues that facilitating Internet DPOs by small companies is
desirable from a public policy perspective. It therefore proposes regulatory
reforms to improve the viability of DPOs as a financing option for small
companies. It also speculates that the key to the future of Internet DPOs
by small companies is the reintermediation of the DPO market.
Finally, Part VII states a brief conclusion. It suggests that successful
Internet DPOs by small companies are likely to remain an anomaly. It then
speculates that any future growth in the number of Internet DPOs will
come from seasoned public companies.
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I THE TRADrnIONAL UNDERWRnTrEN INITIAL PUBLIC OFM1RMnG
PROCESS

To provide a point of comparison for Internet DPOs, this Part outlines
the typical process of going public through a traditional underwritten IPO.
From the point of view of the company, the process can be broken down
into five phases: selecting the underwriter, registering the offering with the
Securities and Exchange Commission (SEC), marketing the offering,
going effective, and closing on the offering.

A. Selecting an Underwriter
In a typical underwritten IPO, a company sells newly issued shares of
common stock to a syndicate of underwriters16 who immediately resell the
shares to the public through the underwriters' brokers and the brokers of
other securities firms. 7 The company sells the shares to the underwriters
at a discount from seven to ten percent of the public offering price."8 The
lead or managing underwriter manages the transaction and puts together
the underwriting syndicate. 9 Hence, generally the first step for a company
in the IPO process is to select the investment banking firm to serve as
managing underwriter.20
A company typically selects a managing underwriter by discussing
with several firms such issues as the expected public offering price range,
underwriting commissions and expenses, and distribution capacity.21 The
quality of the firm's research coverage in the relevant industry is also a
key factor because post-IPO analyst coverage is critical in developing an
active secondary trading market for a company's stock.' Once a company
makes its selection, the parties normally enter into a non-binding letter of
intent specifying the size of the offering, the type of security to be
offered, the underwriters' compensation and expense allowance, and an

16. LOUIS LOSs &JOELSEUGMAN, SECURIESREGULATION § 2-A-2 (3d ed. 1999),available
at LEXIS Securities, Treaties & Analytical materials.
17. Id.
18. Id. at 342. The underwriters' commission is also often referred to as the underwriting
discount.
19.
FNANCE
20.
21.

id. at 334; see also CHARlES J. JOHNSON, JR. & JOSEPH MCLAUGHLIN, CORPORATE
ANDTHE SECURTES LAWS 106-07 (2d ed. 1997).
JOHNSON & MCLAUGHLIN, supra note 19, at 106.
Id. at 106-08. See generally Simons, supra note 3 (discussing various factors a company

should consider in choosing an underwriter).
22. JOHNSON &MCLAUGHLIN, supra note 19, at 108-09.

23. Generally the letter of intent provides that the only binding provisions are the company's
obligations to pay the underwriter's accountable expenses even if the offering is not completed and
to indemnify the underwriter against claims relating to the engagement.
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estimated offering price range or formula for determining the offering
price.2
B. Registeringthe Offering with the SEC
To put the federal registration process in context, it is helpful to keep
in mind two broad principles of federal securities law: (1) it is illegal for
anyone to offer or sell a security' unless the offer or sale is registered with
the SEC or is exempt from registration;' and (2) it is illegal for anyone to
misstate or withhold material facts in connection with the sale of a
security.' The first principle results in companies filing registration
statements with the SEC to register the common stock to be sold in their
IPOs. This is because exemptions from registration are generally only

available for offerings to a limited number or type of person and/or

offerings below a certain total dollar amount,' and these limits are not
24. Loss & SEUC3MAN, supra note 16, § 2-A-2.
25. The term security is broadly defined under the 1933 Act to include "any note, stock,
treasury stock, bond, debenture, ... investment contract... option.... or warrant or right to
subscribe to or purchase, any of the foregoing." 15 U.S.C. § 77b(a)(1) (1994).
26. Id. § 77e(a); see Loss & SEUGMAN, supra note 16, § 2-B.
27. Securities Exchange Act of 1934, Rule lob-5 provides:
It shall be unlawful for any person, directly or indirectly... to make any untrue
statement of a material fact or omit to state a material fact necessary in order to
make the statements made, in the light of the circumstances under which they
were made, not misleading,... in connection with the purchase or sale of any
security.
17 C.F.R. § 240.10b-5 (2000); see also Loss & SEuGMAN, supra note 16, § 11-C-4-d (analyzing
Rule lOb-5). Similar language is contained in Section 1 l(a) of the 1933 Act, which provides that
a purchaser of a security covered by a registration statement may recover damages from the
company's directors, its officers who signed the registration statement, and the underwriter of such
security if "any part of the registration statement, when such part became effective, contained an
untrue statement of a material fact or omitted to state a material fact required to be stated therein
or necessary to make the statements therein not misleading." 15 U.S.C. § 77k(a) (1994). See Loss
& SEUGMAN, supra note 16, § I1-C-2-d for an analysis of Section 11 (a). Section 12(a)(2) of the
1933 Act makes it illegal for anyone to offer or sell a security by means of a prospectus or oral
communication "which includes an untrue statement of a material fact or omits to state a material
fact necessary in order to make the statements, in light of the circumstances under which they were
made, not misleading." 15 U.S.C. § 771(aX2) (1994); see also LOSS & SEUGMAN, supra note 16,
§ 11-C-2-b for an analysis of § 12(a)(2).
28. The most commonly relied on exemptions for stock offerings by small companies are
Rule 505, 17 C.F.R. § 230.505 (2000), and Rule 506, 17 C.F.R. § 230.506 (2000). See GAO
REPORT, supranote 3, at 29-30. Underboth these exemptions, acompanycan sell to no more than
35 investors who are not "accredited." 17 C.F.R. §§ 230.505(b)(2Xii), .506(b)(2)(i). Rule 501(a),
17 C.F.R. § 230.501(a), defines "accredited investor" as, among other things,
[a]ny natural person whose individual net worth, or joint net worth with that
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practical for an underwritten IPO. The second principle impacts the extent

of the underwriters' investigation of the company's operations or "due
diligence investigation," a goal of which is to verify that the registration
statement is accurate and complete.29
Anyone offering or selling securities must also comply with the
securities laws ofthe states in which they are making the offers and sales.'
All states, except New York, require registration of the offering with state
regulators unless the offering falls within an exemption therefrom.31

However, this is a non-issue for most underwritten IPOs in light of Section

18 of the Securities Act of 1933 (1933 Act),32 which was amended by the

National Securities Markets Improvement Act of 1996 (NSMIA), 33 to
provide that no state law, rule, regulation or order "requiring, or with
respect to, registration or qualification of securities, or registration or

qualification of securities transactions, shall directly or indirectly apply to
a security that is a covered security or will be a covered security upon
completion of the transaction."' Section 18 defines a covered security as

person's spouse, at the time of his purchase exceeds $1,000,000,
and
[any natural person who had an individual income in excess of $200,000 in each
of the two most recent years or joint income with that person's spouse in excess
of $300,000 in each of those years and has a reasonable expectation of reaching
the same income level in the current year.
17 C.F.R §§ 230.501(a)(5), 230.501(a)(6). Offerings relying on Rule 505 cannot exceed
$5,000,000. 17 C.F.R. § 230.505(b)(2).
29. "Due diligence" is understood "to include the entire process by which an underwriter...
reaches the conclusion that its comfort level with the [company] is sufficiently high to justify
proceeding with a securities offering." JOHNSON & MCLAUGHLiN, supranote 19, at 257. This in
turn provides investors in the offering comfort that the offering is legitimate. Another goal of the
due diligence investigation from the underwriter's perspective is potentially to shield the
underwriter from liability under Section II and Section 12(a)(2) of the 1933 AcL See supra note
27 for a brief description of Section 11 and Section 12(a)(2). Section 1 l(b)(3)(A) sets forth a
"reasonable investigation" defense against civil liability, i.e., the underwriter is not liable under
Section 11 if it can prove that it had, after reasonable investigation, reasonable grounds to believe
that the registration statement was complete and accurate. 15 U.S.C. § 77k(b)(3)(A) (1994). Section
12(a)(2) sets forth a "reasonable care" defense against civil liability, i.e., the underwriter is not
liable underSection 12(a)(2) if it proves that it did notknow, and in the exercise ofreasonable care,
could not have known the registration statement contained an untruth or omission. Id. § 771(a)(2).
30. LOss & SEUGMAN, supra note 16, § 1-B-4.
31. For citations to the registration requirements of each state see infra note 90.
32. 15 U.S.C. § 77aetseq. (1994).
33. National Securities Markets Improvement Act of 1996, Pub. L. No. 104-290, 110 Stat.
3416 (1996).
34. 15 U.S.C. § 77r(a)(1) (1994); see also JOHNSON &MCLAUGH/N, supra note 19, at 119;
Loss & SEuGMAN, supra note 16, § I-B-3. Prior to enactment of NSMIA, offerings registered

https://scholarship.law.ufl.edu/flr/vol53/iss3/3

8

Sjostrom: Going Public Through anInternet Direct Public Offering: A Sensibl
20011

]INERNETDIRECTPUBLIC OFFERING

a security listed or approved for listing on the New York Stock Exchange,
the American Stock Exchange or admitted or approved for admission and
trading on the Nasdaq National Market.3' A company can apply for and be
"authorized for listing" on one of these markets prior to selling shares in
its IPO.36 Thus, Section 18 eliminates state securities registration
requirements for IPOs of securities that will be traded on one of the major
markets.
Once the company and the managing underwriter execute the letter of
intent, the managing underwriter and its counsel typically hold an
organizational meeting with the principal officers of the company and the
company's outside attorneys and accountants to establish a timetable for
the deal, assign tasks to the working group and address various substantive
issues and housekeeping matters.37 Company counsel then prepares a draft
of the registration statement, 8 which, as dictated by SEC regulations,
describes among other things, the company's business operations, financial
conditions, risk factors and management.39 Next, a series of drafting
sessions are held where members of the working group comment on the
draft and company counsel makes revisions.' The draft is then forwarded
to a financial printer who formats it and files it electronically with the
SEC, and the SEC's staff begins reviewing it.4 The staff strives to provide
comments on registration statements within thirty days of filing.42 During
the same time frame that the working group is drafting the registration
statement, representatives of the managing underwriter and its counsel
conduct the due diligence investigation of the company, including review
of the company's organizational documents; financial statements and
schedules; material contracts; and interviews with management, customers

under the 1933 Act and listed on a national securities exchange or quoted on the Nasdaq National

Market were generally exempt from state registration requirements (except in Florida and
Connecticut) under the listing exemptions of the various states.

35. 15 U.S.C. § 77r(b)(1)(A) (2001).
36. See, e.g., NATIoNALAsSOCIATIONOFSECUR1TIES DEALERS, MANUAL, Rule 4420 (2000)

(stating that initial public offerings substantially meeting specified criteria are eligible for
immediate inclusion in the Nasdaq National Market upon prior application and with the consent

of the managing underwriter of the offering).
37. WALTER E. JOSPIN Er AL, Understanding the Securities Laws, SECURrIES Acr

REGISTRTON PROCESS 44 (PLI 2000).
38. Id. at 48.
39. See, e.g., 17 C.F.R. §§ 229.10.915 (2000).
40. JOSPIN AL, supra note 37, at 48.
41. JOHNSON & MCLAUGHLN, supra note 19, at 145. The SEC does not review all
registration statements filed but almost always reviews IPO registration statements. l4 The purpose
of the review is to ensure that the registration statement materially complies with the disclosure
requirements of the 1933 Act. JOSPIN ET AL., supranote 37, at 49-50.
42. Robert B. Robbins & William L Horton, Preparationofthe RegistrationStatement, in
SECUIRmES LAWS FOR NONSECURMES LAWYERS 439 (2000).
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and suppliers. 43 Additionally, the managing underwriter begins putting
together the underwriting syndicate.44
C. Marketing the Offering
Depending on the timetable for the offering, the company will have
several thousand copies of the preliminary prospectus45 printed and
delivered to the managing underwriter shortly after filing the registration1
statement with the SEC or after receiving initial comments from the SEC.
The managing underwriter will forward copies of the preliminary
prospectus to prospective members of the underwriting syndicate.47 These
firms then start marketing the offering to their customers.4
Permitted marketing activities for a registered securities offering are
limited. During the period after the registration statement is filed but
before it is declared effective by the SEC (often referred to as the "waiting
period"), generally the only written materials that can be used to market
the offering are the preliminary prospectus and a "tombstone"
advertisement that contains only basic information about the offering. 49
Thus, most of the marketing of an offering is done through oral

43. See JOSPINETAL., supra note 37, at 44-46.

44. Id. at 41.
45. The preliminary prospectus, which is often referred to as the "red herring" is a subset of
the registration statement. HAROLD S. BLOOMENTHAL ET AL, SECURITIES LAW HANDBOOK 219

(2000); Form S-I, General Instructions, Part I, Fed. Sec. L. Rep. (CCH) I 7121(Oct. 13 1999)
(specifying what part of the registration statement constitutes the prospectus).
46. BLOOMENTHAL Er AL, supra note 45, § 502[2]. Waiting to print and distribute a
preliminary prospectus until after the company has received comments from the SEC and revised
the prospectus accordingly eliminates the risk that the SEC will conclude that the prospectus as
originally filed was deficient and thus require the company to redistribute a corrected preliminary
prospectus to those previously sent a preliminary prospectus. 1dt
47. LOSS &SEUGMAN, supra note 16, § 2-A-2.
48. Id.
49. The basic regulatory scheme for marketing securities during the waiting period is as
follows: Section 5(b)(1) of the 1933 Act makes it unlawful to "transmit any prospectus relating to
any security with respect to which a registration statement has been filed" unless it includes
essentially the information contained in the prospectus portion of the filed registration statement.
15 U.S.C. § 77e(b)(1) (2001). The term prospectus is defined broadly to include any writing or
radio or television transmission relating to the offering. Id. § 7Th(2)(a)(10). However, Rule 134
under the 1933 Act specifically excludes from the definition of prospectus a writing that contains
certain limited information including the name of the company, the type and amount of securities
being offered, a very brief general description of the company's business, the anticipated price or
price range for the offering, and the names of the managing underwriters of the offering. 17 C.F.R.
§ 230.134 (2000). The end result of these provisions is that generally the only written materials
used to market an offering during the waiting period is the preliminary prospectus and
advertisements complying with Rule 134 which are commonly referred to as tombstone ads. Note
that these provisions do not restrict oral communications relating to the offering made in person or
by telephone.
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communications made in person orby telephone, ° i.e., brokers calling and
visiting potential customers to discuss the offering. The managing
underwriter also organizes a "road show" where the company's senior
management jet around to various major cities in the U.S. and sometimes
abroad over a period of several weeks to give oral presentations to and
meet with institutional investors, money managers and securities brokers.5"
D. Going Effective and Closing on the Offering
Usually within thirty-five days from filing the registration statement,
the company receives comments from the SEC on the registration
statement.5 2 With the working group, the company then revises the
registration statement in light of the comments and any material events
that may have occurred since the initial filing5 3 and then files the revised
registration statement with the SEC.54 The SEC may have comments on
the revised registration statement in which case it is again revised and
refied.55 At some point, the SEC notifies the company it has no further
comments.56
After the SEC has signed-off on the registration statement, the
company and managing underwriter decide whether to proceed with the
offering. Since at this point the parties have not executed an underwriting
agreement, either party can elect to postpone or withdraw from the
offering without liability.57 A decision to proceed is largely dependent on
the success of the underwriting syndicate in securing indications of interest
for the offering at a price level acceptable to the company.58 Assuming the
parties decide to proceed, they then agree on a date and time to start selling
the IPO shares and request that the SEC declare the registration statement
effective on that date and time.5 9
On the night prior to the planned effective date, the company and
managing underwriter agree on the public offering price for the offering,
and the working group meets at the financial printer to complete the final
50. 1 HAROLDS. BLOOMENTHALETAL,GOINGPUBLICHANDBOOK § 3.04[1], at 207 (2001).
51. See JOHNSON& MCLAUGHLJN, supranote 19, at 150; Loss &SEUGMAN, supranote 16,
§ 2-A-2.

52. See JOSPIN Er AL, supra note 37, at 50.
53.

d.

54. Id.
55. See id.
56. Id.
57. Liability may attach, however, to the extent that the letter of intent contains binding
obligations. See supra note 23.
58. See DREW FiELD, DIRECT PUBLC OFFERINGs: THE NEW METHOD FOR TAKING YOUR
COMPANY PUBLIC 67 (1997) (noting that underwriters try to have indications of interest for at least
150% of the shares offered in the event some investors back out).
59. See JOSPIN ET AL, supranote 37, at 50.
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prospectus.' The following morning,6 the company and the managing
underwriter execute the underwriting agreement,62 the registration
statement becomes effective, the underwriters and other securities dealers

begin making sales to the public and the stock starts trading in the

secondary market.63 Thereafter, the underwriters and dealers send out sale
confirmations and copies of the final prospectus to all purchasers in the
offering." Typically three days after the SEC declares the registration
statement effective, a closing is held and the company receives the net
proceeds from the offering.'
I. INTERNET DIREC PuBLic OFFERINGS

This Part summarizes the process of going public through an Internet
direct public offering. Specifically, this Part discusses complying with
federal and state registration requirements, marketing and closing the
offering, complying with federal and state securities broker-dealer and
state agent regulations, and facilitating secondary trading following the
offering.
A. Complying with FederalRegistrationRequirements
As discussed above, every offering of securities must either be
registered with the SEC or qualify for an exemption from registration.

Thus, the first step for a company undertaking a DPO is to determine how
it will comply with this rule. While the 1933 Act and the regulations and
rules promulgated thereunder contain many exemptions from

60. JOHNSON & MCLAUGHLIN, supra note 19, at 145.
61. BLOOMENTHALETAL, supranote 50, at 215.

62. Pursuant to an agreement among underwriters, the other members of the underwriting
syndicate will have granted authority to the managing underwriter to execute the underwriting
agreement on their behalf. JOHNSON & MCLAUGHLIN, supra note 19, at 64.
63. See JOSPINET AL., supranote 37, at 50.

64. Rule lOb-10 under the 1934 Act requires brokers to send out to each purchaser a
confirmation ofthe sale. 17 C.F.R. §240.lOb-10 (2000). However, awritten sale confirmation falls
within the definition of prospectus under the 1933 Act unless it is proceeded or accompanied by
a final prospectus. 15 U.S.C. § 77b(10)(a) (1994). Thus, to avoid violating Section 5(bXl) of the
1933 Act, brokers generally always send a sales confirmation accompanied by a copy of the final
prospectus. The end result of this regulatory scheme is that every purchaser of securities in a public
offering is furnished with a copy of the final prospectus.
65. Rule 15c6-1 under the 1934 Act provides that "abroker or dealer shall not effect or enter
into a contract for the purchase or sale of a security ... that provides for payment of funds and
delivery of securities later than the third business day after the date of the contract...." 17 C.F.R.
§ 240.15c6-1 (2000). Hence, to conform with this rule, the closing for a traditional IPO is held on
the third business day following the date the stock starts trading. See BLoomENTHALET AL, supra
note 46, § 5.0215], at 228.
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registration,6 there are really only two that are practical for a DPO, Rule
50467 and Regulation A.' This is because these are the only exemptions
that allow a company to solicit an unlimited number of investors in
multiple states6 regardless of the investors' net worth ° and through the
use of general advertisement.71 If one of these exemptions is not available,
the company will likely have to register its DPO with the SEC. The Rule
504 and Regulation A exemptions and the process of registering a DPO
with the SEC are discussed below.
1. Rule 504
The SEC promulgated the Rule 504 exemption in 1982 in an effort to
"aid small businesses raising 'seed capital."' 72 Under Rule 504 a company

66. See supra note 28 for a brief discussion of two of the more commonly used exemptions
for private offerings by small companies.
67. 17 C.F.R. § 230.504 (2000).
68. Id. §§ 230.251-.263.
69. A third exemption is available to a company intending to only offer and sell shares in its
DPO to persons in its home state. Section 3(a)(1 1) of the 1933 Act exempts "[a]ny security which
is part of an issue offered and sold only to persons resident within a single State or Territory, where
the [company] of such security is a person resident and doing business within or, if a corporation,
incorporatedby and doingbusiness within, such State orTerritory." 15 U.S.C. § 77c(a)(11) (1994);
see also 17 C.F.R. § 230.147 (2000).
70. BLOOMENTHALET AL., supra note 50, § 4.10, at 444. Compare Rule 505, 17 C.F.R. §
230.505, and Rule 506, 17 C.F.R. § 230.506, discussed supra note 28, which require that an
offering made in reliance on such rules have no more than 35 investors that are not "accredited."
71. BLDOMENTHAL Er AL., supra note 50, § 4.10, at 444. General solicitation is only
permitted in an offering in reliance on Rule 504 if the offering is made:
(i) Exclusively in one or more states that provide for the registration of the
securities, and require the public filing and delivery to investors of a substantive
disclosure document before sale, and are made in accordance with those state
provisions; (ii) In one or more states that have no provision for the registration of
the securities or the public filing or delivery of a disclosure document before sale,
if the securities have been registered in at least one state that provides for such
registration, public filing and delivery before sale, offers and sales are made in
that state in accordance with such provisions, and the disclosure document is
delivered before sale to all purchasers (including those in the states that have no
such procedure); or (iii) Exclusively according to state law exemptions from
registration that permit general solicitation and general advertising so long as sales
are made only to "accredited investors"....
17 C.F.R. § 230.504(b)(1)Ci)-(ii). Compare Rule 502(c), 17 C.F.R. § 230.502(c), which requires that
an investor in an offering made in reliance on Rule 505, 17 C.F.R. § 230.505, or Rule 506, 17
C.F.R. § 230.506, cannot have been solicited through any form of general solicitation or general
advertisement.
72. Revision of Rule 504 of Regulation D, the "Seed Capital" Exemption, 64 Fed. Reg.
11.090, 11,090 (1999).
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can offer and sell securities to an unlimited number of persons without
regard to net worth.73 The total dollar amount of the offering, however,
cannot exceed $1 million less the aggregate offering price of all securities
sold by the company during the preceding twelve months in reliance on
Rule 504, Rule 505, Regulation A or in violation of the registration
requirements of the 1933 Act.74 The only filing required to be made with
the SEC is the six page Form D setting forth some basic information about
the offering.7' The company must file the Form D no later than fifteen days
after the first sale of securities.76 Securities issued in reliance on Rule 504
can generally be resold freely by investois unaffiliated with the company
if the offering meets certain requirements." Rule 504 is not available to a
reporting company, i.e., a company that is required to file periodic reports
with the SEC under the Securities Exchange Act of 1934 (1934 Act), a
start-up company with no specific business plan, or an investment
company.7'
2. Regulation A
While Regulation A is often referred to as a "short form registration"
since it does involve filing with and review by the SEC, it is technically a
conditional exemption from registration.79 Under Regulation A, a company
must prepare and file with the SEC an offering statement meeting
requirements analogous to those for a registration statement, Similar to
the registration process, the SEC reviews and comments on the offering
statement."1 The biggest difference between a registration statement and
an offering statement is that audited financial statements are not required
by SEC regulations to be included as part of an offering statement.8 2
An offering qualified under Regulation A can be marketed to any
investor regardless of net worth and through the use of general
advertising." However, the total dollar amount of the offering cannot
73. Id.
74. 17 C.F.R. § 230.504(b)(2) (2000).
75. Id. §§ 230.503, 239.500.

76. Id. § 230.503(a).
77. Securities issued to non-affiliates of the issuer in an offering in reliance on Rule 504 are
freely tradeable provided the offering meets the same requirements as those for general solicitation
under Rule 504. See supranote 71 for these requirements.
78. 17 C.F.R. § 230.504(a) (2000). See also infra note 303 for a discussion of when a
company is required to file periodic reports with the SEC under the 1934 Act.
79. Loss & SEUGMAN, supra note 16, § 3-C-6.
80. 17 C.F.R. § 230.252 (2000).
81. Id. § 230.251(d)(2).

82. GAO REPORT, supra note 3, at 31. However, most states do require audited financial
statements for Regulation A offerings. Id.
83. 17 C.F.R. § 230.251(d)(1)(ii) (2000); seealsoLOSS&SEUGMAN,supranote16, § 3-C-6.
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exceed $5 million, "including no more than $1.5 million offered by all
selling security holders, less the aggregate offering price for all securities"
sold by the company during the previous twelve months in reliance on
Regulation A. 84 Shares issued in reliance on Regulation A can generally
be resold freely by investors unaffiliated with the company.85 Regulation
A is only available to United States and Canadian companies and is not
available to a company that is required to file periodic reports under the
1934 Act, a start-up company with no specific business plan, or an
investment company.86
3. Registering a DPO
There is no registration statement form designed specifically for a
DPO.Y Thus, the company must prepare a registration statement in
compliance with the same regulations that dictate the form and content of
a registration statement for an underwritten IPO. However, unlike an
underwritten IPO, there is no industry practice or custom for preparing a
DPO registration statement, and thus, approaches vary. The company may
prepare the draft by using computer software designed for this purpose or
by obtaining publicly available registration statements of competitors and
revising, cutting and pasting as appropriate and then having company
counsel review and comment on the draft. Another approach, similar to
what is done for an underwritten IPO, is to have company counsel prepare
a draft registration statement and then hold a series of drafting sessions
where the company's management comments on the draft and company
counsel makes revisions. Once the company is satisfied with the draft
registration statement, the company either has its law firm or a financial

84. 17 C..R. § 230.251(b) (2000).
85. Loss &SEUGMAN, supra note 16, § 3-C-6.
86. 17 C.F.R. § 230.251(a) (2000).
87. It is likely that a DPO company could use registration Form SB-i, Fed. Sec. L. Rep.
(CCH) 1 7312 (July 14, 1999), or Form SB-2, Fed. Sec. L. Rep. (CCH) [ 7313 (July 14, 1999).
These forms are available for use by a "small business issuer." A small business issuer is any

company with revenue of less than $25 million during its last fiscal year and a public float (shares
held by non-affiliates of the entity) with a market value of less than $25 million and that is not a
foreign (other than Canadian) private company, an investment company or a majority-owned
subsidiary ofanon-smallbusiness company. 17C.F.R. §§ 230.405, 228.10(a)(1) (2001). FormsSB1 and SB-2 are less burdensome to comply with than Form S-1, Fed. Sec. L Rep. (CCH) 7121

(Oct. 13, 1999), the form generally used for a traditional underwritten IPO. Specifically, the
requirements with respect to financial statements are more easily met than are those for Form S-1
and permit use of financial statements prepared in accordance with generally accepted accounting
principles, whereas Forms S-1 requires financial statements to be prepared in accordance with the
detailed requirements of Regulation S-X, 17 C.F.R. §§ 210.1-01 through 210.12-29 (2000). See
GAO REPORT, supranote 3, at 26.
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printer file it electronically with the SEC.8" The registration statement is
then subjected to the same review, comment and revision procedure as

with an underwritten IPO. 89

B. Complying with State RegistrationRequirements
As noted above, a company must also register the offering with each
state in which it makes offers or sales unless the offering falls within an
exemption therefrom. 90 While as also noted above, blue sky compliance is
generally a non-issue for a traditional underwritten IPO because of Section
18 of the 1933 Act, 9 it can be a huge issue for a DPO that the company

intends to market in multiple states. This is because it is unlikely that the
company will meet the initial listing requirements of the exchanges or

Nasdaq in which case it will not be able to rely on Section 18 2 Therefore,

88. Generally all registration statements under the 1933 Act must be filed electronically. 17
C.F.R. § 232.101(a) (2000).
89. Supra Part lI.D.
90. See supra note 30. Citations to the registration requirements of the various states are as
follows: ALA. CODE § 8-6-4 (2000); ALASKA STAT. § 45.55.070 (Michie 2001); ARIz. REV. STAT.
ANN. § 44-1841 (West 2000); ARK CODE. ANN. § 23-42-501 (Michie 2000); CAL CORP. CODE
§ 25110 (Deering 2001); CoLO. REV. STAT. ANN. § 11-51-301 (West 2000); CONN. GEN. STAT.
ANN. § 36b-16 (West 1999); DEL CODE ANN. tit. 6, § 7304 (2000); FLA. STAT. ANN. § 517.07
(West 2000); GA. CODEANN. § 10-5-5 (a) (2000); HAW. REV. STAT. ANN. § 485-9 (Michie 2000);
IDAHO CODE § 30-1416 (Michie 2000); 815 ILL COMP. STAT. 5/5 (West 2000); IND. CODE ANN.
§ 23-2-1-3 (Michie 2000); IOWA CODE ANN. § 502.201 (West 2001); KAN. STAT. ANN. § 17-1255
(1999); KY. REV. STAT. ANN. § 292.340 (Michie 2000); LA. REV. STAT. ANN. § 51:705 (A) (West
Supp. 2000); ME. REV. STAT. ANN. tit. 32, § 10,401 (West 2000); MD. CODE ANN., CORPS. &
ASS'NS § 11-501 (2000); MASS. GEN. LAws ANN. ch. I10A, § 301 (West 2000); MIcH. COMP.
LAWS ANN. § 451.701 (West 2000); MiNN. STAT. ANN. § 80A.08 (West 2000); MisS. CODE ANN.
§ 75-71-401 (2000); Mo. ANN. STAT. § 409.301 (West 1999); MONT. CODE ANN. § 30-10-202
(2000); NEB. REV. STAT. ANN. § 8-1104 (Michie 2000); NEV. REV. STAT. § 90.460 (2000); N.H.
REV. STAT. ANN. § 421-B: 11 (2000); N.J. STAT. ANN. § 49:3-60 (West 2001); N.M. STAT. ANN.
§ 58-13B-20 (Michie 2000); N.C. GEN. STAT. § 78A-24 (2000); N.D. CENT. CODE § 10-04-04
(1999); Omo REV. CODEANN. § 1707.07 (Anderson 2000); OKLA. STAT. ANN. tit. 71, § 301 (West
Supp. 2001); OR.REV. STAT. § 59.055 (1999); PA. STAT.ANN. tit. 70, § 1-201 (West 2000); 10P.R.
LAws ANN. § 871 (1997); R.I. GEN. LAws § 7-11-301 (2001); S.C. CODE. ANN. § 35-1-810 (Law.
Co-op. 2000); S.D. CODIFED LAWS § 47-31A-301 (Michie 2000); TENN. CODE ANN. § 48-2-104
(2000); TEx. REV. Civ. STAT. ANN. art. 581-7 (Vernon 2000); UTAH CODE ANN. § 61-1-7 (2000);
VT. STAT. ANN. tit. 9, § 4205 (Supp. 2000); VA. CODE ANN. § 13.1-507 (Michie 2000); WASH.
REV. CODE ANN. § 21.20.140 (West 2001); W. VA. CODE § 32-3-301 (2000); WIS. STAT. ANN. §
551.21 (West 2000); WYO. STAT. ANN. § 17-4-107 (Michie 2000).
91. See supra text accompanying notes 33-36.
92. For example, the National Association of Securities Dealers, Inc. (NASD) has
promulgated three alternatives under which a company can qualify its shares for initial listing on
the Nasdaq National Market. Alternative one requires minimum net tangible assets of $6 million,
pretax income in the company's latest fiscal year or two of its last three years of $1 million, a
public float (shares held by non-affiliates of the company) of at least 1.1 million shares, a market
value of the public float of at least $8 million, a minimum bid price per share of $5, at least 400
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the company will either have to register the offering or structure it so that
it qualifies for an exemption in each state in which it intends to offer its
shares.
Each of the fifty states has its own blue sky laws, and although the
American Bar Association, North American Securities Administrators
Association (NASAA) and the SEC approved the Uniform Securities Act
in 1956," state blue sky laws lack uniformity in many areas, including
registration requirements" and exemptions therefrom" Since over thirty
jurisdictions currently have in force all or substantially all of the Uniform
Securities Act,' to facilitate discussion and analysis, this Article will
emphasize the Uniform Securities Act with relevant differences among the
states described in footnotes.
All else being equal, it is preferable to qualify for an exemption as
opposed to registering an offering in a state to avoid the time and expense
of preparing and filing the necessary registration documents. However, it
is not generally practical for a DPO company to structure its offering to
fall within an exemption,7 because like exemptions under the 1933 Act,
exemptions from blue sky registration requirements are, for the most part,
only available for offerings to a limited number or type of people and/or
offerings below a certain total dollar amount.98 Thus, it is likely that a

shareholders holding 100 or more shares and three market makers. Alternative two requires
minimum net tangible assets of $18 million, a public float of at least 1.1 million shares, a two year
operating history, a market value of the public float of at least $18 million, a minimum bid price
per share of $5, at least 400 shareholders holding 100 or more shares and three market makers.
Alternative three requires a market capitalization of at least $75 million or total assets of $75
million and total revenue of $75 million, apublic floatof at least 1.1 million shares, amarket value
of the public float of at least $20 million, a minimum bid price per share of $5, at least 400
shareholders holding 100 or more shares and four market makers. The proceeds to be derived from
an offering are included in determining net tangible assets if the offering is firmly underwritten.
NATIONAL ASSOCATION OF SECURIIES DEALER, MANUAL Rule 4420 (2000).

93. UNt. SEC. ACT, Blue Sky L. Rep. (CCH) 15500-5573 (June 1988); see also Loss &
SEUGMAN, supra note 16, § l-B-2. In 1985, the National Conference of Commissioners on

Uniform State Laws adopted a Revised Uniform Securities Act Id. However, it was not approved
by the ABA or the SEC, and the National Conference did not withdraw the 1956 Act when it
approved the 1985 Act. Id.
94. LOSS &SEUGMAN, supra note 16, § I-B-2.
95. Id. § I-B-5.
96. Id. § I-B-2.
97. Oneexemption that DPO companies do sometimes rely on is the exemption for offers or
sales to no more than ten persons in a state (with various additional requirements). See UNI. SEC.
Acr § 402(bX9) (June 1998). This exemption comes in handy when a person from a statein which
the company is not actively marketing the offering finds out about the offering through the Internet
or otherwise and wants to invest. However, because of the conditions required for general
solicitation to be permissible in a Rule 504 offering, a DPO issuer relying on Rule 504 will likely
not be able to rely on the § 402(b)(9) exemption. See supra note 71.
98. See, e.g., Uniform Limited Offering Exemption, NASAA Rep. (CCH) 6,201 at 6,101
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company will have to register its DPO in each state where it intends to
make offers or sales.
1. Registration by Notification
Thirty-four jurisdictions permit registration under a streamlined
procedure called registration by notification. 9 To qualify for registration
by notification under Section 302 of the Uniform Securities Act, a
company must have been in continuous operation for at least five years;
not have been in default on any principal, interest or dividend payments on
its securities during the past three years; and must satisfy a net earnings
test.l1° If a DPO company meets these qualifications, generally all it then
needs to do to register its offering is to provide the state with the
following: (1) a statement demonstrating that it meets the qualifications;
(2) basic information about the company, e.g., date of organization,
address, etc.; (3) a description of the security being offered and the price
at which it is being offered; (4) a description of the plan of distribution for
the securities; (5) a description of any stock options outstanding or to be
created in the offering; and (6) a copy of any prospectus, pamphlet,
circular, form letter, advertisement, or other sales literature to be used in

(2000).
99. Loss & SEuGMAN, supranote 16, § l-B-4. Citations to the registration by notification
provisions ofjurisdictions that have adopted Section 302 are as follows: ALA. CODE § 8-6-5 (2000);
ALASKA STAT. § 45.55.080 (Michie 2000); ARK. CODE. ANN. § 23-42-401 (Michie 2000); COLO.
REv. STAT. ANN. § 11-51-303 (West 2000); IDAHO CODE §§ 30-1417,30-1418,30-1419 (Michie
2000); KAN. STAT. ANN. § 17-1256 (West 1999); Ky. REv. STAT. ANN. § 292.350 (Michie 2000);
ME. REV. STAT. ANN. tit. 32, § 10,402 (West 2000); MD. CODE ANN., CORPS. & Ass'NS § 11-502
(2000); MICH. COMP. LAWS ANN. § 451.702 (West 2000); Mo. ANN. STAT. § 409.302 (West 1999);
MONT. CODEANN. § 30-10-203 (2000); NEB. RFv. STAT. ANN. § 8-1105 (2000); NEv. REV. STAT.
§ 90.470 (2000); N.J. STAT. ANN. § 49:3-60 (West 2001); N.M. STAT. ANN. § 58-13B-21 (Michie
2000); N.C. GEN. STAT. § 78A-25 (2000); 10 P.R. LAiVS ANN., § 872 (1998); R.I. GEN. LAWS § 711-302 (2000); S.C. CODE. ANN. § 35-1-820 (Law. Co-op. 2000); S.D. CODFEDLAWS § 47-3 IA303 (Michie 2000); UTAHCODEANN. § 61-1-8 (2000); VA.CODEANN. § 13.1-508 (Michie 2000);
W. VA. CODE § 32-3-302 (2000); Wyo. STAT. ANN. § 17-4-108 (Michie 2000). Hawaii, which has
also adopted the Uniform Securities Act, has a more comprehensive registration by notification
provision; it also exempts any offering registered with the SEC. HAW. REV. STAT. ANN. § 485-9
(Michie 2000). Althoughboth Minnesota and New Hampshire have adopted the Uniform Securities
Act, they have registration by notification requirements that are more restrictive than § 302 in that
such registrations are limited to industrial revenue bonds and securities issued by not-for-profit
organizations. MINN. STAT. ANN. § 80A.099 (West 2000); N.H. REv. STAT. ANN. § 421-B:12
(2000). California, Florida, Georgia, Louisiana, Texas and Vermont are among the jurisdictions that
have not adopted the Uniform Securities Act, but each have a form of registration by notification.
CAL. CORP. CODE § 25112 (West 2000); FLA. STAT. ANN. § 517.082 (West 2000); GA. CoDEANN.

§ 10-5-5(d) (2000); LA. REv. STAT. ANN. § 51:705(D) (West 2000); TEx. REv. Civ. STAT. ANN.
art. 581-7(B) (West 2000); VT. STAT. ANN. tit. 9, § 4207 (2001).
100. UNIF. SEC. Acr § 302(a)(1) (Aug. 1997).
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connection with the offering.'' The registration becomes effective
automatically on the second full business day after filing unless the
administrator accelerates effectiveness or pursues a stop order to deny
effectiveness.0 2
2. Registration by Coordination
Forty-threejurisdictions permit registration under a second streamlined
procedure called registration by coordination.0 3 Under Section 303 of the
Uniform Securities Act, registration by coordination is only available for
offerings that have been registered with the SEC." To register by
coordination, generally all a company needs to do is file with the state
copies of the prospectus and any amendments thereto that it filed with the
SEC.'0 5 A state may also require that the company file copies of its
organizational documents and any other documents filed with the SEC

101. Id. §§ 302(b), 304(b)(8), 304(b)(10), 304(b)(12).
102. Id. § 302(c).
103. Loss & SELIGMAN, supra note 16, § l-B-4. Citations to the registration by notification
provisions ofjurisdictions that have adopted Section 303 are as follows: ALA. CODE § 8-6-6 (2000);
ALASKA STAT. § 45.55.090 (Michie 2001); ARK. CODE ANN. § 23-42-402 (Michie 2000); COLO.
REV. STAT. ANN. § 11-51-303 (West 2000); CONN. GEN. STAT. ANN. § 36B-17 (West 1999); DELCODEANN. tit. 6, § 7305 (2000); IDAHOCODE § 30-1420 (Michie2000); IND. CODEANN. § 23-2-14 (Michie 2000); IOWA CODE § 502.206 (2001); KAN. STAT. ANN. § 17-1257 (1999); KY. REV.
STAT. ANN. § 292.360 (Michie 2000); ME. REV. STAT. ANN. tit. 32, § 10,403 (West 2000); MD.
CODE ANN., CORPS. & ASS'NS § 11-503 (2000); MASS. GEN. LAWS ANN. ch. I 10A, § 302 (West
2000); MICH. COMP. LAWS ANN. § 451.703 (West 2000); MINN. STAT. § 80A.10 (West 2000);
MISS. CODEANN. § 75-71-403 (2000); MO.REV. STAT. § 409.303 (West 1999); MONT. CODEANN.
§ 30-10-204 (2000); NEB. REV. STAT. ANN. § 8-1106 (Michie 2000); NEV. REV. STAT. § 90.480
(Michie 2000); N.H. REV. STAT. ANN. § 421-B:13 (2000); N.J. STAT. ANN. § 49:3-61.1 (West
2001); N.M. STAT. ANN. § 58-13B-22 (Michie 2000); N.C. GEN. STAT. § 78A-26 (2000); OKLA.
STAT. tit. 71, § 303 (2000); OR. ADMIN. REG. 441-65-035 (2000); PA. STAT. ANN. tit. 70, § 1-205
(West 2000); R.I. GEN. LAws § 7-11-303 (2001); S.C. CODE. ANN. §§ 35-1-840,35-1-850, 35-1860 (Law. Co-op. 2000); S.D. CODIED LAWS § 47-31A-303 (Michie 2000); TENN. CODE ANN.
§ 48-2-105 (2000); UTAHCODEANN. § 61-1-9 (2000); VA. CODEANN. § 13.1-509 (Michie 2000);
WASH. REV. CODEANN. §§ 21.20.180,21.20.190,21.20.2000 (West 2001); W. VA. CODE § 32-3303 (2000); Wis. STAT. § 551.25 (2000); Wyo. STAT. ANN. § 17-4-109 (Michie 2000). California,
Illinois, Ohio and Texas are amongjurisdictions that have not adopted the Uniform Securities Act,
but have a form of registration by coordination. CAL CORP. CODE § 25111 (Deering 2001); 815
ILL. COMP. STAT. ANN. 5/5(A) (West 2000); IlL. ADMIN. CODE tit 14, § 130.510 (2000); OHIO
REV. CODE ANN. § 1707.091 (Anderson 2000); TEX. ADMIN. CODE § 113.2 (West 2001).
104. UNIF. SEC. ACr § 303(a) (Aug. 1997). Nine states do provide for registration by
coordination of Regulation A offerings. ALASKA STAT. § 45.55.090 (Michie 2001); IDAHO CODE
§ 30-1420 (Michie2000); KY. REV. STAT. ANN. § 292.360 (Michie2000); MONT. CODEANN. § 3010-204 (2000); OHIO REV. CODE ANN. § 1707.091 (Anderson 2000); PA. STAT. ANN. tit. 70, § 1205 (West2000); TENN. CODEANN. § 48-2-105 (2000); UTAHCODE. ANN. § 61-1-9 (2000); WASH.
REV. CODE ANN. § 21.20.180 (West 2001).
105. LOss & SEU.GMAN, supranote 16, § 1-B-4; UNIF. SEC. ACr § 303(b)(1).
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under the 1933 Act."° If specified conditions are met, the offering
automatically becomes effective in the state at the same time that the
federal registration becomes effective. 0 7
3. Registration by Qualification
A company that does not meet the requirements for registration by
notification or coordination must file a full registration which many states
label registration by qualification. 0 8 Under Section 304 of the Uniform
Securities Act, to register by qualification a company must file a
registration statement with the state that includes data concerning: (1) the
company and subsidiaries; (2) directors and officers; (3) aggregate
remuneration of directors and officers; (4) stockholders owning 10% or
more of the outstanding shares of any class of equity; (5) promoters; (6)
sellers other than the company; (7) capitalization; (8) securities offered,
price and underwriting data; (9) use of proceeds; (10) options; (11)
material contracts; (12) litigation; (13) sales literature; (14) specimen of
the security, articles of incorporation, and by-laws; (15) opinion of counsel
that shares will be legally issued; (16) consents of experts; (17) financial
statements; and (18) additional information specified by rule or order."19
This list of data was modeled, in part, on Schedule A of the 1933 Act and
the then-effective registration Form S-1." ° Further, Section 305(d)
requires information concerning: (1) the amount of securities to be offered
in the state; (2) the other states in which a registration statement has been
filed; and (3) any adverse order, judgment, or decree entered in connection
with the offering by state securities administrators, a court, or the SEC."'
Finally, Sections 304(b)
and 708(a) require the company to file a consent
12
process.'
of
to service
In all states but New York, the filed information is then reviewed by
the state to verify whether it meets the state's disclosure requirements and,
4
in many states, fraud or merit standards."13 These standards vary widely."
At one extreme are states with simple fraud standards, e.g., whether "the
offering has worked or tended to work a fraud upon purchasers or would

106.
107.
108.
109.
110.

LOSS & SELIGMAN, supra note 16, § 1-B-4; UNiF. SEC. ACr § 303(b)(2), (3).
Loss & SELGMAN, supra note 16, § 1-B-4; UNIF. SEC. Acr § 303(c).
Loss & SEUGMAN, supra note 16, § l-B-4.
UNIF. SEC. Acr § 304(b) (amended 1988).
Loss & SEUGMAN, supra note 16, § 1-B-4 n.250 (citing Official Comment to Uniform

Securities Act § 304(b)).
111.
112.
113.
114.

UNih. SEC. Acr § 305(d) (amended 1988).
Id. §§ 304(b), 708(a).
Loss & SEUGMAN, supra note 16, § l-B-4.
Id.
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so operate."'1 5 At the other extreme are states that have so-called merit
standards," 6 the purpose of which is to align the interests of the company
with those of the public investor.117 The Kansas Securities Act provides a
typical example of these standards."' Under the Act, Kansas can deny
registration of an offering if it concludes that the company's "plan of
business is unfair, inequitable, dishonest or fraudulent" or that "the
securities offered... in payment for property, patents, formulae, good
will, promotion or intangible assets, are in excess of the reasonable value
thereof, or the offering has been, or would be, made with unreasonable
amounts of options.""' 9 The largest number of states use the standard set
115. Id. at 111; see also ALA. CODE § 8-6-9(6) (1975); ALASKA STAT. § 45.55.120(a)(5)
(Michie 2000); CONN. GEN. STAT. ANN. § 36b-20(a)(2)(E) (West 1999); DEL CODE. ANN. tit. 6 §
7308(a)(5) (1999); GA. CODE. ANN. § 10-5-7 (a)(5) (2000); HAW.REV. STAT. ANN. § 485-13(a)(5)
(Michie 1998); IDAHO CODE § 30-1431(5) (Michie 1999); IND. CODE ANN. § 23-2-1-7(a)(8)
(Michie 2000); KY. REV. STAT. ANN. § 292.390(1)(e) (Michie 2000); LA. REV. STAT. ANN. §
51:707(A)(5) (West 1987); ME. REV. STAT. ANN. tit. 32, § 10,406(1)(E) (West 1999); MD. CODE

ANN., CORPS. &ASS'NS § 11-511(a)(5) (1999); MASS. ANN. LAWS ch. 110A,§ 305(a)(2)(E) (Law.
Co-op. 1999); MICH. STATANN. § 451.706(a)(5) (Michie 2000); MINN. STAT. § 80A.13(1)(b)(5)
(1999); MIss.CoDEANN. § 75-71-425(2)(E) (2000); Mo.REV.STAT. § 409.306(a)(2)(E)(i) (1990);
MONT. CODEANN. § 30-10-207(1)(e) (1999); NEV. REV. STAT. § 90.5 10(1)(e) (Michie 1999); N.H.

REV. STAT. ANN. § 421-B:16(I)(b)(5) (1999); N.M. STAT. ANN. §58-13B-25(A)(5) (Michie 2000);
OKLA. STAT. tit. 71, § 306(a)(2)(E) (2000); P.R. LAws ANN. tit. 10, § 876(a)(2)(E) (1997); S.C.
CODE. ANN. § 35-1-1010(b)(v) (Law. Co-op. 1999); S.D. CODIHMDLAWS § 47-31A-306(a)(2)(G)

(Michie 2000); TENN. CODEANN. § 48-2-108(a)(2)(E) (1999); UTAH CODE ANN. § 61-1-12(1)(e)
(1997); VT. STAT. ANN. it. 9, § 4207(6) (2000); VA. CODEANN. § 13.1-513(a)(7) (Michie 1999);
WASH. REV. CODE ANN. § 21.20.280(5) (West 1999); W. VA. CODE ANN. § 32-3-306(a)(2)(E)

(Michie 2000); WlS. STAT. § 551.28(1)(e) (2000); WYO. STAT. ANN. § 17-4-112(a)(v) (Michie
Supp. 2000).
116. LOSS& SEUGMAN, supra note 16, § 1-B-4.
117. GAO REPORT, supra note 3,at 25.

118. KAN. STAT. ANN. § 17-1260(a)(1), (3) (1995).
119. Id. See the following for other examples of merit standards: ARIZ. REV. STAT. §§ 441921(3), -1921(4) (2000) (specifying that state may deny registration of offering that is "unfair or
inequitabletopurchasers" orthatisbeingmadebyacompany"inanunsoundfinancialcondition");
ARK. CODE ANN. § 23-42-405(a)(2)(E)(ii) (Michie 2000) (may deny registration if any aspect of
the offering 'issubstantially unfair, unjust, inequitable or oppressive"); CAL. CORP. CODE §
25140(a)(2) (Deering 2000) (may deny registration unless the commissioner concludes that "the
proposed plan of business of the applicant or the proposed issuance of securities is fair, just, and
equitable, [and] that the issuer intends to transact its business fairly and honestly"); COLO.REV.
STAT. § 11-51-306(b) (2000) (may deny registration if "offering, when viewed on its merits as an
investment, is unfair, unjust, or inequitable!); FLA. STAT. § 517.111(1)(i) (1997) (may deny
registration if offer or sale "would not be fair, just, or equitable"); IOWA CODE § 502.209(1)(h)
(1999) (may deny registration if financial condition of company "affects or would affect the
soundness of the securities"); ME. REV. STAT. ANN. tit.32, § 10,406(I)(F) (West 1999) (may deny
registration if offering made on terms which are "unfair, unjust orinequitable"); MICH. STAT. ANN.
§ 19.776(a)(5) (Michie 2000) (may deny registration if offering is on "unfair terms"); MINN. STAT.
§ 80A.13(l)(b)(6) (1999) (may deny registration if terms are "unfair and inequitable"); Mo. REV.
STAT. § 409.306(a)(2)(E)(ii), -(iii) (1990) (may deny registration if any aspect of offering is
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forth in Uniform Securities Act Section 306(a)(2)(F), which falls between
the two extremes by permitting "merit" regulation only insofar as "the
offering has been or would be made with unreasonable amounts of
underwriters' and sellers' discounts, commissions, or other compensation,
or promoters' profits or participation, or unreasonable amounts or kinds of
options.""
Similar to the SEC review process, a state, upon completing its review,
typically sends a comment letter to the company. A company then revises
its registration statement in light of the comments and resubmits it to the
state. At some point, either the state signs-off on the registration statement,
or the company withdraws the registration statement and does not conduct
the offering in that state.

substantially "unfair, unjust, inequitable or oppressive" or company's enterprise is based upon
"unsound business principles"); NEB. REV. STAT. ANN. § 8-1109.01(2) (Michie 1995) (may deny
registration ifcompany's plan of business is "unfair, unjust, inequitable.. oppressive"); N.H. REV.
STAT. ANN. § 421-B: 16(I)(b)(7) (1998) (may deny registration if terms of the securities are "unfair
and inequitable"); N.D. CENT. CODE § 10-04-09(1) (1999) (may deny registration if offering is on
"unfair terms" or the company's plan of business is "unfair, unjust, or inequitable"); OHIO REv.
CODE ANN. § 1707.13 (Anderson 1994) (may deny registration if offering is on "grossly unfair
terms"); OR. REV. STAT. § 59.105(2)(b) (1998) (may deny registration if the company is in an
"unsound financial condition"); S.D. CODIFIED LAWS § 47-31A-306(a)(2)(E) (Michie 2000) (may
deny registration if offering is being made on terms that are "unfair, unjust and inequitable"); TEX.
REV. Crv. STAT. ANN. art. 581-23(A) (Vernon 2000) (may deny registration if offering is not "fair,
just or equitable"); VT. STAT. ANN. tit. 9, §§ 421 1(a)(5), 4211 (a)(7), 421 1(a)(8) (2000) (may deny
registration if the company is of "bad business repute," its affairs are in "unsound condition," or
it is not based upon "sound business principles").
120. UNIF. SEC.ACT § 306(a)(6) (amended 1998); Loss &SELIGMAN, supra note 16, § I-B-4;
see also ALA. CODE § 8-6-9(10) (1975); ALASKA STAT. § 45.55.120(a)(6) (Michie 2000); ARK.
CODEANN. § 23-42-405(a)(2)(F) (Michie2000); CONN.GEN.STAT. § 36b-20(a)(2)(F) (1999); DEL
CODEANN. tit. 6 § 7308(a)(6) (1999); HAW. REV. STAT.ANN. § 485-13(a)(6) (Michie 1998); IDAHO
CODE § 30-1431(9) (Michie 1999); IND. CODE ANN. § 23-2-1-7(a)(5) (Michie 2000); KY. REV.
STAT. ANN. § 292.390(1)(t) (Michie 2000); ME. REV. STAT. ANN. tit. 32, § 10,406(1)(G) (West
1999); MASS. ANN. LAWS ch. 110A, § 305(a)(2)(F) (Law Co-op. 1999); MICH. STAT. ANN. §
451.706(a)(6)(West 2000); Miss. CODE ANN. § 75-71-425(2)(F) (2000); Mo. STAT. §
409.306(a)(2)(F) (1990); MONT. CODEANN. § 30-10-207(1)(i) (1999); NEB. REV. STAT. ANN. § 81109.01(4) (Michie 1995); NEv. REV. STAT. § 90.510(l)(f) (Michie 1999); N.H. REV. STAT. ANN.
§ 421-B: 16(I)(b)(6) (1998); N.M. STAT. ANN. § 58-13B-25(A)(6) (Michie 2000); N.C. GEN. STAT.
§ 78A-29(a)(2)(f) (1999); OKLA. STAT. ANN. tit. 71, § 306(a)(2)(F) (2000); OR. REV. STAT. §
59.105(2)(h) (1996); PA. STAT. ANN. tit. 70, § 1-208(a)(v) (1994); 10 P.R. LAWS ANN. §
876(a)(2)(F) (1997); S.C.CODEANN. § 35-1-1010(b)(vi) (Law. Co-op. 1999); S.D. CODHFEDLAWS
§ 47-3 1A-306(a)(2)(F) (Michie 2000); UTAHCODEANN. § 61-1-12(I)(f) (1997); WASH. REV.CODE
ANN. § 21,20.280(8) (West 1999); W. VA. CODE ANN. § 32-3-306(a)(2)(F) (Michie 2000); WYO.
STAT. ANN. § 17-4-112(a)(vi) (Michie 2000).
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4. Small Company Offering Registration
In 1989, in an effort to promote uniformity in regulation, simplify state
registration of securities offerings and reduce associated costs, NASAA
adopted the Small Corporate Offering Registration (SCOR).12' "As of
February 2000, forty-six states have adopted the use of [SCOR], either
formally or informally." '
To utilize SCOR a company must complete a Form U-7 which is a
question-and-answer type of form designed to elicit "all material
information about the company that a typical investor would want to know
before making an investment" decision."z The company then files the
Form U-7 with the states in which it intends to offer its shares and pays
certain registration fees."2 States then review the filing and send a
comment letter to the company."z Comments may include "requests for
disclosure of additional information or" that the "terms of the offering be
modified to comply with a particular state's" merit regulations. 126 A
company must then either resolve the comments of each state or withdraw
the offering from that state. Once comments are resolved, a state will
declare the offering effective, and the company can then commence offers
and sales in that state. All investors must be provided with a copy of the
U-7 form.27 SCOR, as adopted by NASAA, is available for Rule 504 and
Regulation A offerings.'2 However, a number of states only make SCOR
available for Rule 504 offerings and/or for offerings of $1 million or
less. 129

121. G. Michael Stakias & Jean E. Harris, Simplifying Registration of Small Corporate
1992, at 13.
Offerings: Form U-7 SCORs', INSIGHTS, July
122. Hugh H. Makens et al., Small Corporate Offering Registration-Form U-7, in
REGULATION D OFFERINGS AND PRrVATE PLACEMENTS 431 (ALI-ABA Course no. SE68, 2000).
The four states that have not adopted SCOR as of February 2000 are Alabama, Hawaii, Nebraska
and New York. Id. However, the Hawaii legislature has proposed a bill for its adoption. Id.
123. NASAA Small Company Offering Registration(SCOR), NASAA Reports (CCH) 1415,
at 413 (Nov. 1999).
124. Id.
125. Id.
126. Id. During the process of developing SCOR, NASAA and others expressed concern that
strict application of merit standards to SCOR offerings would severely hamper the goals of
uniformity and simplification and would likely negate SCOR's usefulness in merit review states.
127. Id., General instructions, at 415.
128. NASAA Statement of Policy Regarding Small Company Offering Registrations, III
Requirements §§ D3 and D4, NASAA Reports (CCH) 413, at 410 (Nov. 1999).
129. CAI- CORP. CODE § 25113(b)(2) (B) (Deering 2000); COLO.REV. STAT. § 11-51-304(6)
(2000); CONN. AGENCIES REGS. § 36b-31-18(h) (2000); DEL REG. § 402(a)(3) (1998); GA. CODE.
ANN. § 10-5-5(e)(I)(A) (2000); GA. ADMIN. CODE, r. 161 (1993); ILL ADMIN. CODE §
130.525(7), (1996); IowACODE § 501.207A(3)(d) (2001); KAN. ADMIN. REGS. § 81-4-2(b)(3); 808
KY. ADMIN. REGS. 10:280 (1993); MD. REGS. CODE tit. 2, § 2.03.12(D)(1) (2001); MINN. STAT. §
80A.1 15(4)(2) (2000); N.D. ADMIN. CODE § 73-02-01-01 (1998); NEV. ADMIN. CODE ch. 90, §
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5. Coordinated Review Programs
In 1997, NASAA developed a uniform state registration procedure
labeled Coordinated Equity Review (CER) in an effort to coordinate and
expedite the state registration process.' 3 Currently, thirty-eight states
participate in CER.131 NASAA designed CER for offerings of securities

that are not "covered securities" as defined in Section 18(b)(1) of the 1933
Act.13 1 CER is only available for offerings3 3 registered with the SEC, and

therefore, not for Regulation A offerings.

Under the program, a company files its federal registration statement
accompanied by an Application for Coordinated State Review in each state
where it intends to market the offering and with Pennsylvania, which
serves as the program administrator. 1" Pennsylvania then appoints two
states in which the offering will be made to serve as lead states, one of
which focuses on disclosure issues and the other on merit issues. 35 Each
of the participating states in which filings are made send their comments
to the lead states. The lead states then combine the comments in a single
comment letter and negotiate with the company to resolve the
comments.136

In addition to CER, states in five geographic regions of the United
States participate in coordinated regional review programs. Six states
participate in the Mid-Atlantic Regional Review Program,3I 7 ten states

90.403(1) (2001); OHIO ADMIN. CODE § 1301:6-3-09(E) (2000); Ok. Admin. Order, 3 Blue Sky L.
Rep. (CCH) 46,662 (Dec. 1992); OR. ADMIN. R. 441-65-225 (2000); UTAH ADMIN. CODE R16410-2(E) (2001); 21 VA. ADMIN. CODE § 5-30-90(B)(3), (1999); WASH. ADMIN. CODE § 460-17A030(2)(e) (2000); Wi. ADMIN. CODE § 2-028(4) (2001). SCOR offerings in Louisiana are limited
to $1.5 million or less. LA. REV. STAT. ANN. § 51:705 (West 2000).
130. NASAA CoordinatedEquity Review Program § 5. NASAA Rep. (CCH), 110,001, at
10,002 (Dec. 1998) [hereinafter Equity Review].
131. BLOOMENTHALETAL., supranote 45, § 33.0312][a], at 1830. These states are Alabama,
Alaska, Arizona, Arkansas, California, Connecticut, Delaware, Idaho, Indiana, Iowa, Kansas,
Kentucky, Maine, Maryland, Massachusetts, Michigan, Mississippi, Missouri, Montana, Nevada,
New Hampshire, New Jersey, New Mexico, North Carolina, North Dakota, Oklahoma, Oregon,
Pennsylvania, Rhode Island, South Carolina, South Dakota, Texas, Utah, Vermont, Virginia,
Washington, West Virginia and Wisconsin.
132. EquityReview, supranote 130, § I, at 10,011. See also supratext accompanying note 35
for the definition of a "covered security."
133. Equity Review supranote 130, § H, at 10,011.
134. Id. §§ HI and IV, at 10,011-12.
135. Id. § VI, at 10,012.
136. Id. § XI, at 10,014.
137. Participating states are Delaware, Maryland, New Jersey, Pennsylvania, Virginia and
West Virginia. Mid-Atlantic Regional Review at http'//sites.state.pa.us/PA-Exec/Securities/
statutes/releases/99cf2.htnl (last visited Mar. 27, 2001).
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participate in the Midwest Regional Review Program,"' six states
participate in the New England Regional Review Program, 39 three states
participate in the Southwestern Regional Review Program" and eleven
states participate in the Western Regional Review Program.' Under these
programs, a company seeking to sell securities in multiple participating
states within a covered region would still file with each state but would
indicate on the filing that regional review is requested." One state is then
appointed as lead examiner." Similar to CER, all applicable participating
states in the region forward comments on the company's filing to the lead
examiner who then incorporates all comments into one comment letter.'"
Thus, the company will only have to respond to one comment letter per
region. 4 s Regional review is only available for SCOR offerings and
Regulation
A offerings using Offering Circular Model A of Regulation
1
46
A.

C. Marketingan InternetDPO
The success or failure of a DPO is determined by how many shares the
company sells, which is directly related to how well the offering is
marketed to the public. Both federal securities laws and state securities
laws restrict the marketing activities with respect to securities offerings.
These restrictions essentially dictate how a DPO will be marketed over the
Internet with some variations depending on whether the company is
relying on Rule 504 or Regulation A or is registering the offering with the
SEC and at what point the company is at in the registration process.

138. Participating states are Illinois, Indiana, Iowa, Kansas, Michigan, Missouri, Nebraska,
North Dakota, South Dakota, and Wisconsin. http.//www.wdfi.org/fi/securities/regexemp
mrp/introduction.htm (last visited Jan. 12,2001).
139. Participating states are Connecticut, Massachusetts, Maine, New Hampshire, Rhode
Island and Vermont. New England Regional Review for SCOR at http:llwww.state.me.us/

pfr/seclsbic-pro.htin (last visited Mar. 27,2001).
140. Participating states are Arkansas, Oklahoma and Texas. E-mail from John Veator,
NASAA to William K. Sjostrom, Jr., Adjunct Professor of Law, William Mitchell College of Law
(Jan. 31, 2001, 12:08 pm) (on file with author).
141. Participating states are Alaska, Arizona, Colorado, Idaho, Montana, Nevada, New
Mexico, Oregon, Utah, Washington and Wyoming. Western Regional Review Program at
http'//www.wa.gov/dfi/securities/rr.html (last visited Mar. 27,2001).
142. Hugh H. Makens et al., Doing It Right: Avoiding Liability Arisingfrom State Private
Offerings UnderULOEandLimited Offering Exemptions, RGITIONDOFRMNMANDPRIVATE
PLACEMEM 289 (ALI-ABA Course no. SD55, 1999).

143. Id.
144. Id.
145. I.
146. Id.
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1. Federal Regulation of Marketing Activities
Marketing activities for Rule 504 offerings generally are not regulated
at the federal level.' 47 This is because, in adopting Rule 504 in 1982, the
SEC felt that the size and, at that time, local nature of the offerings did not
warrant imposing extensive federal regulation!'" Thus, permissible
marketing activities for Rule 504 DPOs are dictated by state regulations,
as discussed below. 149 Conversely, marketing activities for Regulation A
and federally registered DPOs are heavily regulated at the federal level.
Permitted marketing activities for both a federally registered DPO and
a Regulation A DPO vary depending on whether the company is in the prefiling period, waiting period or post-effective period. The pre-filing period
begins when the company decides to pursue a DPO and ends when it files
its registration statement or offering statement with the SEC. The waiting
period begins when the company files its registration statement or offering
statement with the SEC and ends when the SEC declares the offering
effective/qualified. The post-effective period starts when the SEC declares
the offering effective/qualified and ends when offering document delivery
requirements cease.
For both federally registered and Regulation A offerings, subject to
certain exceptions discussed below, under federal law it is illegal to solicit
offers during the pre-filing period.1s° The 1933 Act defines the term
"offer" as "every attempt or offer to dispose of, or solicitation of an offer
to buy, a security or interest in a security, for value."'' The SEC has
liberally construed this definition stating that
the publication of information and statements, and publicity
efforts, generally, made in advance of a proposed financing,
although not couched in terms of an express offer, may in fact
contribute to conditioning the public mind or arousing public
interest in the [company] or in the securities of [a company]
in a manner which raises a serious question whether the
publicity is not in fact part of the selling effort.5 2

147. Rule 504 does condition the use of general solicitation on state registration of the
offering. See supra note 71.
148. Revision of Rule 504 of Regulation D, the "Seed Capital" Exemption, Securities and
Exchange Commission, Release No. 33-7644, 1999 SEC LEXIS 408, *6 (Feb. 25, 1999).
149. See infra Part I.C.2.
150. For federally registered offerings see 15 U.S.C. § 77e(c) (1994). For Regulation A
offerings, see 17 C.F.R. § 230.251(d)(1)(i) (2000).

151. 15 U.S.C. § 77b(a)(3) (1994).
152. Re: Publication of Information Prior to or After the Effective Date of a Registration
Statement, Securities and Exchange Commission Release No. 3844, 1957 SEC LEXIS 332, at *5*6 (Oct. 8, 1957).
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The SEC has provided some guidance on the issue, stating that during the
pre-filing period a company "should maintain communications with the
public as long as the subject matter of the communications is limited to
ordinary-course business and financial information" including, among
other things, advertisements for the company's products and services and
press releases concerning business and financial developments.153
In light of the "ordinary-course" qualification, can a company establish
a website or begin posting company information on its website in
anticipation of an Internet DPO? The answer is apparently not based on a
recent SEC release." The release provides that since the company will not
have established a history of ordinary-course business communications
through its website, "its web site content may condition the market for the
offering and, due to the unfamiliarity of the marketplace with the
[company] or its business, investors may be unable to view the
[company's] communications in an appropriate context while the
[company] is in registration."'5 s Additionally, the SEC believes that
potential investors may have difficulty distinguishing offers to sell a
company's securities through the company's website from "product or
service promotional
activities or other business or financial
' 56
information.'
There are several exceptions to the federal prohibition of offers during
the pre-filing period. Pursuant to Rule 135(a) under the 1933 Act, a
company may notify the public, including through a website posting or
other electronic means,"5 7 of a proposed registered public offering
provided the notification states the offering will be made only by means
of a prospectus and contains only certain limited information. 5
Regulation A also allows a company to "test the waters" through written
communications, including through electronic means,' 59 and scripted radio
153. Use of Electronic Media, 65 Fed. Reg. 25843,25850 (May 4,2000) (to be codified at 17
C.F.R. pts. 231, 241,271) [hereinafter 2000 Release].
154. Seeid. at25850-51.

155. Id. at 25851.
156. Id.
157. This point was made clear by the SEC in the 2000 Release, supra note 153, which
provides that "limited [company] statements about an offering may be made (electronically or
otherwise) before the filing of a registration statement" and then goes onto discuss Rule 135.2000
Release, supra note 153, at 25850 n.68. In an October 1995 Release, the SEC stated that "the term
'electronic' refers to media such as audio tapes, videotapes, facsimiles, CD-ROM, electronic mail,
bulletin boards, Internet Web sites and computer networks." Use of Electronic Media for Delivery
Purposes, 60 Fed. Reg. 53458, 53458 n.9 (Oct. 13, 1995) (to be codified at 17 C.F.R. pts. 231,241,
271) [hereinafter 1995 Release].
158. See 17 C.F.R. § 230.135(a) (2001).
159. This point is implicit in the 1995 Release, supra note 157, which provides that
"information that can be delivered in paper under the federal securities laws may be delivered in
electronic format." 1995 Release, supra note 157, at 53459; see also id. at 53458 n.9 (including
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and television broadcasts, to investors to determine if there is any interest
in the offering before spending the time and money to prepare and file an
offering statement with the SEC."W The written document or script of the
161
broadcast must include certain specified statements and information.
Following filing of the written communication or scripted broadcast with
the SEC, the company can engage in oral communications with
prospective investors.'I The company may include with its written "test
the waters" materials a coupon whereby a person would indicate her
interest in the offering by filling in her name, address and telephone
number and sending it to the company.163 The company must discontinue
use of its "test the waters" solicitation materials once the company files its
offering document with the SEC."
As discussed above, under federal law during the waiting period of a
federally registered offering, a company may orally solicit offers,
distribute its preliminary prospectus and publish a "tombstone"
advertisement with respect to its offering."6 However, a company may not
accept an offer during the waiting period." Likewise, under Regulation
A, a company may orally solicit offers and distribute preliminary offering
circulars but may not accept offers during the waiting period.'6 The
company may also solicit investors through printed advertisements or
radio and television broadcasts if they state from whom a preliminary or
final offering circular may be obtained and they contain only limited

offering circulars delivered in connection with a Regulation A offering among documents that can
be delivered electronically).
160. 17 C.F.R. § 230.254 (2001).
161. Rule 254(b)(2) provides:
The written document or script of the broadcast shall: (i) state that no money or
other consideration is being solicited, and ifsent in response, will not be accepted;
(ii) state that no sales of the securities will be made or commitment to purchase
accepted until delivery of an offering circular that includes complete information
about the [company] and the offering; (iii) state that an indication of interest made
by a prospective investor involves no obligation or commitment of any kind; and
(iv) identify the chief executive officer of the [company] and briefly and in
general its business and products.

Id. § 230.254(b)(2).
162.
163.
164.
165.
166.
167.

Id. § 230.254(a).
Id. § 230.254(c).
Id. § 230.254(b)(3).
See supra note 49 and accompanying text.
15 U.S.C. § 77(e)(a)(1) (2001).
17 C.F.R. §§ 230.251(d)(1)(ii), .255(a) (2001).

168. Id. § 230.255(d)(2).
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factual information about the offering. 69 Any of the above described
documents could be posted on a website or distributed through other
electronic means1 70
Once the SEC declares a registration statement effective, the company
can accept offers 71 and can solicit offers through use of a final
prospectus,) 2 supplementary selling literature that is accompanied or
proceeded by a final prospectus17 3 and tombstone advertisements, 74 but
may no longer use a preliminary prospectus.1 75 Under the "envelope
theory," supplementary selling literature posted on a website would be
considered as accompanied by a final prospectus if a hyperlink to the sales
literature is in close proximity to a hyperlink to the final prospectus on the
same website menu or the sales literature contains a hyperlink to the final
prospectus.7 Likewise, under Regulation A, after the SEC has qualified
the offering statement, the company can solicit offers through
supplementary selling literature provided such literature is accompanied
or proceeded by a final offering circular.' 7

169. Id. § 230.251(d)(1)(ii)(C).
170. With respect to posting a tombstone advertisement, see 1995 Release, supra note 157,
at 53463. With respect to posting a preliminary prospectus see example nineteen in id. and with
respect to Regulation A documents, see supra note 159.
171. 15 U.S.C. § 77(e)(a) (2001).
172. A "final prospectus" is a prospectus that meets the requirements of Section 10(a) of the
1933 Act. Id. §§ 77(e)(bX1), 77j(a).
173. The basic regulatory scheme for marketing securities through supplementary selling
literature is as follows: Section 5(b)(1) of the 1933 Act prohibits the use of the mails or interstate
facilities to transmit any prospectus that does not meet the requirements of § 10 of the 1933 Act.
15 U.S.C. § 77e(b)(1) (2001). As mentioned in note 49 supra, Section 2(a)(10) of the 1933 Act
defines "prospectus" essentially as any written offer to buy or sell a security. Id. § 77b(a)(10).
However, Section 2(a)(10)(a) provides that
acommunication sent or given after the effective date of the registration statement
(other than a prospectus permitted under subsection (b) of section 10) shall not be
deemed a prospectus if it is proved that prior to or at the same time with such
communication a written prospectus meeting the requirements of subsection (a)
of section 10 at the time of such communication was sent or given to the person
to whom the communication was made.
Id. § 77b(a)(10)(a) (citations omitted). The use of supplementary selling literature is also referred
to as "free writing." 2000 Release, supra note 153, at 25847.
174. 17 C.F.R. § 230.134 (2001).
175. Ud § 230.430(a).
176. 2000 Release, supranote 153, at 25847. See also example fourteen in the 1995 Release,
supra note 157, at 53463.
177. 17 C.F.R. § 230.251(d)(1)(iii) (2001).
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2. State Regulation of Marketing Activities
Similar to federal regulations, permitted marketing activities under
state regulations generally vary depending on whether the company is in
the pre-filing, waiting, or post-effective period with respect to state
registration and also vary depending on whether the offering is federally
registered. In most states, no marketing activities are permitted for DPOs
during the pre-filing period because offers 171 of securities are prohibited
unless the offering is registered or is exempt from registration 7 9 and no
exemptions are generally applicable to DPOs. I4 Thus, even though
advertisements in compliance with Rule 135(a)8 or the "test the waters"
provisions of Regulation A"u are permitted during the federal pre-filing
3
period, they generally are not allowed during state pre-filing periods.1
Section 402(b)(12) of the Uniform Securities Act provides an
exemption from a state's registration requirements for any offer (but not
a sale) of a security for which registration statements have been filed with
the state and the SEC.' This exemption would allow marketing activities
in the state during the waiting period of a federally registered offering but
not a Regulation A or 504 offering because neither is registered with the
SEC. Some states have a similar exemption which excludes the
requirement that a registration statement be filed with the SEC." In these
states, marketing activities are permitted for Regulation
A and Rule 504
18 6
offerings during the state registration waiting period.
States do not generally have regulations specifically governing
marketing activities during the post-effective period. However, Section
403 of the Uniform Securities Act does provide that a state "may by rule
or order require the filing of any prospectus, pamphlet, circular, form
letter, advertisement, or other sales literature or advertising
communication addressed or intended for distribution to prospective
investors."' 8 7 Many states require that advertisements and sales literature
178. Section 4010)(2) of the Uniform Securities Act defines an offer as"every attempt oroffer
to dispose of, or solicitation of an offer to buy, a security or interest in a security for value." UNi.
SEC. Acr § 4010)(2) (amended 1988).
179. Id.§ 301.
180. See generally id. § 402 (providing no generally applicable exemption for DPOs).
181. See supra text accompanying notes 157-58.

182. See supra notes 159-64 and accompanying text.
183. Colorado, Indiana, Kansas, Massachusetts, North Dakota, Oklahoma, Oregon,

Pennsylvania, Vermont, Virginia, Washington, and Wyoming do allow some form of testing the
waters for Regulation A offerings. Jeffrey A. Brill, "Testing the Waters "--theSEC'sFeet Go From
Wet to Cold, 83 CORNELLL. REV. 464,510-11 (1998)..
184. UNIW. SEC. ACT § 402(b)(12) (amended 1988).
185. See e.g., MINN.STAT. § 80A.15(2)(c) (2000).
186. Id.
187. UNIF. SEC. ACT § 403 (amended 1988).
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be approved by the state prior to use. 88 Some require merely filing prior
to use.' 89 Others require filing concurrently with or after use.' 9 Others do
not require any filing.' 9 1In light of these varying requirements, instead of
researching the various states, some counsel recommend filing all
literature with each relevant state on the theory that this course is easier
than trying to ascertain which states require filings."
Since state boundaries have no impact on the accessibility of a website,
and considering the blanket prohibition against offers prior to state
registration, marketing a DPO over the Internet raises the issue of whether
a company is offering its securities in a particular state merely because
residents of that state have accessed or can access the offering document
through the Web." The Uniform Securities Act provides that an offer is
made in a state, whether or not either party is then present in the state,
when the offer is directed by the offeror to the state and received at the
place to which it is directed." A state could thus take the position that
since the offering document is accessible to its residents through the Web,
the company is directing offers to the state. In January 1996, NASAA
adopted a resolution addressing this issue.' 9 As of February 2001, thirtynine states had adopted some form of the resolution." The resolution

188. IM § 403 Official Code Comment.

189. I4
190. Id.

191. Jurisdictions that do not require any filing include the District of Columbia, Georgia,
Guam, Michigan, Mississippi, Nebraska, Nevada, New Jersey, New Mexico, Ohio, Oregon, Rhode
Island, Utah, and Wyoming.
192. LOSS & SELiGMAN, supra note 16, § l-B-4 n.282.

193. In fact, sincethe reach of the Internet is worldwide, the marketing activities ofa company
conducting an Internet DPO may also raise issues under the securities laws of foreign countries.
Obviously, conducting a worldwide survey of securities laws is not practical for a DPO issuer, and
the risk of prosecution is likely minimal in light ofjurisdictional issues and uncertainty in this area.
Thus, realistically, a DPO issuer should only concern itself with the securities laws of countries in
which it is specifically directing its offering. See Brian J. Lane et al., ElectronicCommunications
and Internet Offerings, ADVANCED SECURrTIES LAW WORKSHOP 101, at 127-28 (Practising Law

Institute Corporate Law & Practice Handbook Series, 2000).
194. UNIF. SEc. Ac" § 414(c) (amended 1988).
195. NASAA Resolution Regarding Securities Offered on the Internet, NASAA Rep. (CCH)
7040, at 7046 (Jan. 1996).
196. The thirty-nine states are Alabama, Alaska, Arizona, California, Connecticut, Delaware,
Florida, Idaho, Illinois, Indiana, Iowa, Kansas, Kentucky, Maine, Maryland, Massachusetts,
Michigan, Mississippi, Montana, Nebraska, Nevada, New Jersey, New Mexico, New York, North
Dakota, Ohio, Oregon, Pennsylvania, Rhode Island, South Carolina, South Dakota, Texas, Utah,
Vermont, Virginia, Washington, WestVirginia, Wisconsin andWyoming. Internet:Exemption(for
Offers) and BDA Advertising, Blue Sky L Rep. (CCH) 1 6481, at 2581 (July 2000). There are
important differences in versions passed by the states. For example in some states, including
California and New York, the exemption is only available for offers that originate outside the state.
Offers ofSecurities Mode on the Internet, IA Blue Sky L. Rep (CCH) California, CCH Blue Sky
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generally exempts Internet offers from state registration requirements
where: (1) the Internet offer indicates that the securities are not being
offered to residents of the state, (2) the Internet offer is not specifically
directed to any person in the state, and (3) no sales of the company's
securities are made in the state as a result of the Internet offer until such
time as the securities being offered have been registered."9
3. Marketing Techniques
Marketing techniques for an Internet DPO vary and often include Webbased and traditional activities. Web marketing typically includes posting
the offering document on the company's website 98 and placing
advertisements that include a hyperlink to the final offering document on
other websites.' 9 Traditional activities may include running a tombstone
advertisement in newspapers (which could include a Web address where
the offering document could be accessed), telephoning individuals the
company thinks may be interested in the offering and meeting with and
giving presentations to potential investors. 2° '
The 1999 DPO ofVillageFax.com, based in Tustin California, provides
a good example of what can be involved in marketing an Internet DPO. In
1997 VillageFax decided to change its strategy from developing fax server
software to providing Web-based business-to-business fax services.' 2 To
finance this change, VillageFax elected to undertake a DPO in an effort to
raise $3.7 million in reliance on Regulation A.' ° VillageFax posted a
notice of its offering on the website of Direct Stock Market, Inc., a site
seeking to help companies raise capital through DPOs. ° The posting did
not generate any offers.2 5
Frustrated, in early 1999 VillageFax elevated Mason Conner, its vice
president of sales, to the post of chief executive officer.' Mr. Conner
realized that "[w]e needed to get our proposal in front of people who
understood our business model. We needed eyeballs, and we realized that
we had to reach out and find them-and that just posting our offering on
L Rep. 12,635 (Jan. 1997), N.Y. CoMp.CoDESR. &REGS. POuCYSTATEMENT 100, 2ABlueSky
L Rep 41,571 (June 1989).
197. NASAA Resolution RegardingSecurities Offered on the Internet, NASAA Rep. (CCH)
It 7040, at 7046 (Jan. 1996).
198. See 2000 Release, supra note 153, at 25856 (example 7).
199. See 1995 Release, supra note 157, at 23463 (example 15).
200. See id. (example 19).
201. See supra note 51.
202. Juan Hovey, Working the Web for New Capital,LA. TIMEs, Jan. 26,2000, at C6.
203. Id.

204. Id.
205. 1d
206. Id.
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the Web wouldn't do it."21 Thus, Conner established a board of advisors
and recruited communications industry veterans to identify likely investors
and brainstorm ways to get them interested in the VillageFax offering.208
VillageFax then placed advertisements of the offering on a number of
websites frequented by investors, including sites operated by Bloomberg,
Yahoo and Microsoft.' VillageFax also produced a "virtual roadshow"
and made it electronically available to investors on the Direct Stock
Market website. 2" Additionally, VillageFax tried to create a sense of
urgency to the offering by increasing the minimum investment
incrementally, from $1,000 to $5,000 to $10,000 and made sure that word
of these increases made it onto as many investor websites as possible.2"
Through these efforts, VillageFax raised $2.3 million from some 350
investors,212$1.4 million short of its goal, and spent $140,000 on the
offering.
D. Closing an InternetDPO
To facilitate closing on the sale of shares, the Web page containing the
company's offering document should include a link to a subscription
agreement containing blanks for the investor to fill in with the number and
dollar amount of shares he desires to purchase. The investor would then
print out the subscription agreement, sign it and mail it along with a check
for the shares to an escrow agent retained by the company.213 Once the
escrow agent has received and deposited checks aggregating the minimum
amount required to close on the offering,214 or, thereafter as directed by the
company, a closing will be held, the funds will be released to the company
and sale confirmations and/or stock certificates will be sent to the
investors.
Under federal law, both confirmations and stock certificates for
Regulation A and federally registered DPOs must be accompanied or
proceeded by a final offering circular/prospectus.215 A final offering
207. Id. (quoting Conner).
208. Id.

209. Id.
210. Id.

211. Id.
212. Id.
213. Many states can and often do require that the proceeds from a DPO be held by an escrow
agent pending closing on the offering. UNIF. SEC. ACT § 305(g) (amended 1988); see also Loss &
SEuGMAN, supra note 16, § 1-B-4.

214. Many states can and often do require that a company raise a specified minimum amount
in a DPO before it can close. See, e.g., UNw. SEC. Acr § 305(g) (amended 1988); see also Loss
& SELGMAN, supra note 16, § l-B-4 n.281. If the company fails to raise the minimum amount, it
has to return the funds it was able to raise to the investors.
215. For Regulation A, see 17 C.F.R. § 230.251(d)(2)(i) (2001). For federally registered
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circular/prospectus can be delivered electronically, provided three
requirements are met; notice, access and evidence of delivery.1 6 The SEC
has established these requirements to ensure that information distributed
through electronic means would result in investors receiving substantially
equivalent information as they would21
have
received had the information
7
been delivered to them in paper form.
To meet the notice requirement, investors must receive timely and
adequate notice that a document has been delivered electronically. 218 A
company generally can satisfy this condition by providin an electronic
document such as a computer disk, CD-ROM or e-mail. "9However, a
company cannot satisfy this condition by merely posting the document on
the Web absent evidence that the investor has actually accessed the
document.'
To meet the access requirement, the electronic delivery must provide
investors with access to the document similar to the access they would
have if the document were delivered to them through the mail.'
Specifically, "the use of a particular medium should not be so burdensome
that intended recipients cannot effectively access the information
provided." ' 2 Additionally, investors should be able to retain the document,
for example by downloading or printing it, or have ongoing access
equivalent to personal retention.2 Further, the company must keep the
document continually accessible on the Web during the period in which it
is required to be delivered. "'
To meet the evidence of delivery requirement, companies delivering
the documents electronically must have reason to believe that the means
used will actually result in delivery as required by the 1933 Act.' A
company can accomplish this by: (1) obtaining an investor's informed
offerings see supra note 64 with respect to confirmations and 15 U.S.C.
respect to stock certificates.

§ 77e(b)(2) (2000) with

216. 2000 Release, supra note 153, at 25845.
217. 1995 Release, supra note 157, at 53460.
218. Id.
219. Id.
220. Id.
221. Id.
222. Id. A SEC example of a burdensome medium is one where "an investor must proceed
through a confusing series of ever-changing menus to access a required document so that it is not
reasonable to expect that access would generally occur." Id. at 53460 n.24. The SEC does not view
the use of portable document format (PDF) as too burdensome if the company informs recipients

of the requirements necessary to download PDF documents when obtaining consent to electronic
delivery, and provides recipients with any necessary software and technical assistance at no cost
See 2000 Release, supra note 153, at 25846.
223. 1995 Release, supra note 157, at 53460.
224. ld. at 53461 n.26.

225. Id. at 53461.
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consent to receive information through a particular electronic medium,
coupled with providing appropriate notice and access, as discussed
above;2 (2) obtaining evidence that an investor actually received the
document, for example, by electronic mail return-receipt or confirmation
of accessing, downloading or printing,227 (3) an investor's accessing a
document that contains a hyperlink to a required document; 28 or (4) using
forms or other material only available by accessing the document. 229
An easy way for a DPO company to comply with the above offering
circular/prospectus delivery requirements is to include a provision in the
subscription agreement to the effect that by signing the subscription
agreement the investor agrees to accept delivery of documents via e-mail
or the company's website.' ° The company could then fulfill the final
offering circular/prospectus delivery requirements by e-mailing an
electronic copy of its final offering circular/prospectus to each investor23
or by posting an electronic copy on the Web and then mailing to each
investor confirmations and/or stock certificates accompanied by a note
stating that the investor can access the final offering circular/prospectus on
the Web at the specified Web address. 3 z
E. Complying with FederalandState Broker-DealerandState Agent
Regulations
Another issue a company undertaking a DPO needs to address is
compliance with federal and state regulations of securities broker-dealers
and state regulations of securities agents. At the federal level, the 1934 Act
generally requires that all broker-dealers be registered. 2 The 1934 Act
defines the term broker as "any person engaged in the business of effecting
transactions in securities for the account of others." Thus, in the DPO
context, the issue arises as to whether an employee soliciting investors for

226. Id. Fora consent to beinformed, the investor should be apprised (1)that information will
be available through a specific electronic medium or source, (2) of the potential that the investor
may incur costs (e.g., on-line time), and (3) of the period of time (which may be indefinite) and

type of documents for which the consent will be effective (which can include a "global consent"
with respect to all documents of a company, as provided in the 2000 Release, supra note 153, at
25845-46). 1995 Release, supra note 157, at 53461 n.29. An informed consent may be made
through written, electronic or telephonic means. 2000 Release, supra note 153, at 25846.
227. 1995 Release, supranote 157, at 53465 (example 35).
228. Id. at 53461; see also id. at 53463 (example 15) and id. at 53465 (example 35).
229. Id. at 53461; see also id.at 53465 (examples 31, 32).

230. The subscription agreement should also advise an investor that does not have access to
electronic mail or the Web not to consent. 2000 Release, supranote 153, at 25856 (example 3).
231. See 1995 Release, supra note 157, at 53462 (example 8).
232. See 1995 Release, supra note 157, at 53461 (example 2).
233. 15 U.S.C. § 78o(a)(1) (1994).
234. Id. § 78c(a)(4).
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his employer's DPO is "engaged in the business of effecting transactions
in securities for the account of others" and therefore needs to register with
the SEC as a broker-dealer Analysis of the issue is fact specific and may
include consideration of the following factors: (1) whether the individual
is acting as an employee or an independent contractor, (2) whether the
individual's primary duties for the company involve something other than
selling the company's securities; (3) whether the individual receives
compensation tied to selling securities; (4) whether the individual's
employment will continue beyond the end of the offering; and (5)whether
the individual has previously been compensated for selling securities. 2'
In an effort to provide guidance in this area, in 1985 the SEC adopted
Rule 3a4-1 under the 1934 Act. 23 7 The rule specifies a non-exclusive safe
harbor under which "associated persons" of an issuer who participate in
sales of that issuer's securities will not be considered to be acting as a
broker for purposes of the 1934 Act. 23 Associated persons of an issuer
include officers, directors and employees of the issuer or of persons
controlling the issuer.239 However, in the DPO context, to fall within the
safe harbor the associated person would need to meet each ofthe following
six conditions. First, the person cannot have been barred from associating

with a member of a self-regulatory organization, e.g., a brokerage house.'
Second, the person must not be a partner, officer, director or employee of
a broker or dealerm'1 Third, the person cannot be paid a commission or
other remuneration based on sales of securities." 2 Fourth, the person must
primarily perform substantial duties for the company other than selling its
securities.' Fifth, the person cannot have been a broker-dealer or
associated person of a broker-dealer during the preceding twelve
months?" Sixth, the person cannot have (with certain limited exceptions)
participated in the sale of securities of any company during the preceding
twelve months."

235. LOSS & SEUGMAN, supra note 16, § 8-A-2.

236. See id.at 2985 n.37 (citing Denis T. Rice, The ExpandingRequirementforRegistration
as "Broker-Dealer"Underthe SecuritiesExchangeAct of1934, 50NOTREDAMEL RE v. 201,203
(1974)).
237. See Persons Deemed Not to Be Brokers, 50 Fed. Reg. 27940,27941 (July 9, 1985) (to
be codified at 17 C.F.R. pt. 240).
238. Id. at 27940.
239. 17 C.F.R. §§ 240.3a4-1(a), 3a4-1(c)(1) (2000).
240. Id. § 240.3a4-1(a)(1).
241. Id. § 240.3a4-1(a)(3).
242. Id. § 240.3a4-1(a)(2).
243. Id. § 240.3a4-1(a)(4)(ii)(A).
244. Id. § 240.3a4-1(a)(4)(ii)(B).
245. Id. § 240.3a4-1(a)(4)(ii)(C).
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Obviously, the rule is narrow. In particular, employees of a company
that is constantly trying to raise money, which is probably more often than
not the case for a company undertaking a DPO, will likely run afoul of the
sixth condition. This is because the condition applies to all sales of
securities, not just public offerings. Thus, if a person has solicited
investors for a private offering during the preceding twelve months, that
person cannot rely on the safe harbor. However, failing to fall within the
safe harbor does not create a presumption that a person is a brokerdealer.' A person involved in a DPO can still argue that her activities do
not amount to being engaged in the business of selling securities based on
her particular circumstances. 7
In addition, all states require the registration of broker-dealers. Like
the 1934 Act, the Uniform Securities Act defines a broker-dealer as "any
person engaged in the business of effecting transactions in securities for
the account of others" but specifically excludes companies and agents
from the definition. 9 Thus, under the Uniform Securities Act, neither a
DPO company nor its agents would have to register as broker-dealers.
However, some states specifically include a company distributing its
securities directly to the public without using a broker-dealer within the
definition of dealer.' ° Therefore, a company conducting a DPO in one of
these states would have to register as a dealer. Registration generally
involves filing an application with the state that requires various
information such as the applicant's form and place of organization,
proposed method of doing business, qualifications and business history,
and financial condition and history." I Some states also require the partners
and directors of a broker-dealer entity to pass a qualification
examination. 2

246. Id. § 240.3a4-1(b).
247. See supra text accompanying notes 235-36. If Rule 3a4-1 is not available and the
company wants to take the safe mute, instead of having each employee register with the SEC, the
company should form a subsidiary. All employees involved in marketing the DPO should become
employees of the subsidiary, and the subsidiary should register as a broker and become a member
ofthe National Association of Securities Dealers. This would avoid having to register the individual
employees as brokers because an employee of a registered broker does not have to also register. 15
U.S.C. § 78o(a)(1) (2001). But the employees would have to take and pass the NASD Series 7
examination. See BLOOMENTHALET AL, supra note 45, § 26.19[1], at 1532.
248. Loss & SEUGMAN, supra note 16, § I-B-4.
249. UNIw. SEc. ACT § 401(c) (amended 1988).
250. Loss &SELIGMAN, supra note 16, § 8-A-2. See, e.g., TEX. REV. Civ. STAT. art. 581-4(c)
(2000) (stating that"[a]ny [company] other than a registered dealer of a security or securities, who,
directly or through any person or company, other than a registered dealer, offers for sale, sells or
makes sales of its own security or securities shall be deemed a dealer").
251. UNiF. SEc. ACT § 202 (amended 1988).
252. Loss & SEUGMAN, supra note 16, § 1-B-4-b(i).
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Additionally, all states require the registration of agents 3 of brokerdealers and agents of companies distributing their own securities, which
would include employees involved in marketing their employer's DPO.'
The Uniform Securities Act, with certain limited exclusions, none of
which are broadly applicable in the context of a DPO,' 5 defines agent as
"any individual other than a broker-dealer who represents a broker-dealer
or [company] in effecting or attempting to effect purchases or sales of
securities. ' Under this definition, an employee of a DPO company
involved in marketing the offering to the public would likely be attempting
to effect sales of securities, and would therefore fall within the definition
of agent and would hence have to register. Registration generally involves
filing an application, passing one or more qualifying exams, and, in some
states, satisfying a bonding requirement.2 57
A number of states do have exclusions in addition to or different from
those specified in the Uniform Securities Act that a DPO company could
rely on to avoid having to register any of its employees as agents in those
states. For example, Colorado excludes from the definition of "sales
representative" a person (1) who primarily performs substantial duties for
or on behalf of the company otherwise than in connection with
transactions in the company's securities, and (2) whose compensation is
not based upon the amount of sales of the company's securities effected
for the company.258
253. Some states use the term "salesman" or "sales representative" instead of "agent." See
JOSEPH C. LONG, BLUE SKY LAW, Vol. 12A § 6.02[l][a], n.1 (1985).
254. Loss & SEUGMAN, supra note 16, § l-B-4.

255. The exclusions are:
an individual who represents [a company] in (1) effecting transactions in a
security exempted by clause (1), (2), (3), (10), or (11) of section 402(a), (2)
effecting transactions exempted by section 402(b), or (3) effecting transactions
with existing employees, partners or directors of the [company] if no commission
or other remuneration is paid or given directly or indirectly for soliciting any

person in this state.
UNW. SEc. Acr § 401(b) (amended 1988).

256. Id.
257. Loss & SEUGMAN, supra note 16, § 1-B-4-b(ii).
258. CoLO. REV. STAT. § 11-51-201(14) (1990). See also KY. REV. STAT. ANN. §
292.310(1)(a)(1)(e) (Michie 2000) (excluding a person who "primarily performs, or is intended

primarily to perform upon completion of an offering of the [company's] securities, substantial
duties for or on behalf of the [company] otherwise than in connection with transactions in the
[company's] securities and [whose] compensation is not based.. .upon the amount of... sales of
the [company's] securities effected for the [company]"); MIC-L COMP. LAWS § 451.801(b) (1989)
(excluding an officer of a company whose securities are registered in Michigan who represents the
company "in effecting transactions in such registered securities, if no commission is paid or given
directly or indirectly for soliciting any person in this state"); MINN. STAT. § 80A.14(3)(a)(4) (1999)
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Because of the lack of state uniformity, a DPO company will need to
evaluate the definition of broker-dealer and agent and exclusions
therefrom in each state in which it intends to offer its securities. If there
are no available exclusions, a company could register itself and an
employee in the state, retain a broker-dealer that is registered and has
registered agents in the state to handle sales in the state 9 or not make
offers in the state.

F. Secondary Trading of DPOStocks
Following a DPO, a company has several choices to help facilitate
secondary trading of its shares. These choices include using or establishing
an order matching service or having its shares quoted on the Pink Sheets
or the Over the Counter (OTC) Bulletin Board.
Matching services include both paper and electronic services. Paper
matching services are generally maintained by a brokerage firm. The firm
assigns a broker to a particular DPO company who maintains a list of buy
and sell orders of shareholders at various prices. When a match between
a buyer and seller develops, the broker contacts them, has them open an
account with the brokerage firm and then executes the trade charging each
side a commission.3
Electronic matching systems are similar except that the various buy and
sell orders are entered and can be viewed by other investors on the
system's website.26' An electronic matching system may be maintained by
a brokerage firm or by the company itself. A company maintained system
would allow the company's shareholders to trade its stock without having
to pay commissions. However, to avoid problems with the SEC, the
company, among other things, must not buy or sell securities on its system,
give advice regarding trades, or receive compensation in any form for
maintaining the system.'2 Otherwise, the company risks being classified
as an unregistered and thus illegal securities exchange, investment adviser
or broker-dealer.3 3
(excluding an "officer or director of the [company]" if "no commission or other remuneration is
paid or given directly or indirectly for soliciting any person in this state and, upon application, the
individual is specifically authorized by name in an order issued by the [state]"); WIS. STAT. §
551.02(2) (1998) (excluding an individual representing a company in effecting transactions if no
commission or other remuneration is paid directly or indirectly).
259. If the DPO is registered with the SEC, the company will have to make certain filings with
and pay a filing fee to the NASD if it uses a broker. NATIONAL ASSOCIATION OF SEcuRIt'I
DEALERS, MANUAL, Rule 2710(b) (2000).
260. ARKEBAUER, supra note 5, at 320.
261. See, eg., Niphix, at http'//www.niphix.com (last visited Mar. 23,2001).
262. See Flamemaster Corp., SEC No-Action Letter, 1996 SEC No-Act. LEXIS 972 (Oct. 29,
1996); PerfectData Corp., SEC No-Action Letter, 1996 SEC No-Act. LEXIS 700 (Aug. 5, 1996).
263. SeeReal Goods TradingCorp., SEC No-Action Letter, [1996-1997TansferBinder] Fed.
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A DPO company could also have its shares quoted on the Pink Sheets.
The Pink Sheets date back to the early 1900s, when the National Quotation
Bureau began an inter-dealer quotation service linking competing market
makers in small securities across the country.' The quotes were printed
and distributed on pink paper. Today the quotes are available on the
Internet at http://www.pinksheets.com. All a company needs to do to have
its shares quoted on the Pink Sheets website is to have a registered brokerdealer sponsor its shares.3s The sponsoring broker-dealer then files a form
and certain information about the company with the NASD OTC
Compliance Unit.26 The Pink Sheets do not charge a company for having
its securities quoted but do charge a fee to broker-dealers that make a
market in the quoted securities. 7
Another alternative for a DPO company is to have its shares quoted on
the OTC Bulletin Board. The OTC Bulletin Board is an electronic
quotation service that displays real-time quotes, last-sale prices, and
volume information in over-the-counter securities. 26 Like the Pink Sheets,
to be quoted on the OTC Bulletin Board, a company has to have a brokerdealer sponsor it.2 9 However, unlike the Pink Sheets, a company's
securities can only be quoted on the OTC Bulletin Board if the company
files periodic reports with the SEC in compliance with the 1934 Act. 70
At one time, there were two additional alternatives for DPO companies,
the American Stock Exchange's Emerging Company MarketPlace' and
the Pacific Exchange's SCOR Marketplace.tm However, the Emerging
Company MarketPlace was discontinued in 1995,,2'3 and the SCOR
Marketplace was discontinued in 1998.274

Sec. L Rep. (CCH) 977,226, at 77,134 (July 24, 1996).
264. Pinksheets, at http://www.pinksheets.com (last visited Mar. 21,2001).
265. Id.

266. Id.
267. Id.
268. OTC Bulletin Board, at http'//www.otcbb.com (last visited Mar. 21, 2001). An over-thecounter security is generally any security that is not listed on Nasdaq or a national securities
exchange. Id.
269. Id.
270. NATIONAL ASSOCIATION OF SECURITIES DEALERS, MANUAL Rule 6530(a)(3) (2000).
271. Gary Weiss, Has the CurbMarket Moved into the Gutter,Bus. WK., Sept. 11, 2000, at

136.
272. ARKEAUER, supra note 5, at 321.
273. BLOOMENTRHALET AL., supra note 45, § 4.02[2], at 414-15.
274. The SCORMarketPlace was discontinued because of lack ofinterest by DPO companies.

During its roughly two years of operation only one company applied for listing, but it subsequently
withdrew its application because it concluded that the time and cost of listing did not justify the
benefits. PacificExchangeLikely to Drop SCOR Marketplace;Special ProgramforDirectPublic
Stock Offerings Fails to Attract Listings, Bus. WiRE (Mar. 9, 1998), available at http://www.
businesswire.com.
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Most blue sky registration requirements also apply to the secondary
trading of securities. 5 There are a variety of exemptions from statel
registration for secondary trading, including for the trading of shares listed
or traded on specified securities markets and isolated sales. 6 Forty-one
jurisdictions also exempt secondary trading in securities described in
specified manuals such as Standard & Poors, Moody's Investor Service
and Fitch's Investment Service.2 Additionally, Section 18 of the 1933 Act
generally preempts state registration requirements in this area for securities
of reporting companies, the secondary trading of which is exempt from
registration under federal law.278
G. The Bottom Linefor DPO Companies
While many states offer streamlined registration through registration
by notification and registration by coordination, many DPO companies
will not qualify for registration by notification because they have not been
operating for five years or do not meet the earnings test, and will not
qualify for registration by coordination because it is generally only
available for federally registered offerings and not Rule 504 or Regulation
A offerings.2"9 Further, while many states offer coordinated registration
through CER, like registrationby coordination, CER is only available for
federally registered offerings., Thus, there is not any streamlined or
coordinated registration procedure for a Regulation A other than the five
regional review programs. Moreover, neither CER nor the regional review
programs exempt a DPO company from merit review with its wide
variations and resulting comments. Further, some states do not offer each
of registration by notification, registration by coordination and SCOR,28
and not all states participate in CER or the regional review programs.
Hence, because of the lack of uniformity among the states, a company
conducting a multi-state DPO may not be able to avoid full state
registration even if it has federally registered its offering. In addition, there
is no coordinated procedure for or uniform exemption from state
registration requirements and there is no centralized filing procedure or
requirements for advertisements. Thus, the bottom line is that blue-skying
a multi-state DPO, whether its based on Rule 504, Regulation A or

275. Loss & SEmmMAN, supra note 16, § I-BA.
276. Id.

277. Id. at 129 n.288.
278. 15 U.S.C. § 77r(b)(4)(A) (2000).
279. See supra Part II.B.2.
280. NASAA CoordinatedEquity Review Program§ If, NASAA Rep. (CCH) J 10,001, at
10,011 (Dec. 1998).
281. See supra notes 98-99, 117.
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registered with the SEC, will likely be anything but simple and
expeditious.
To illustrate these points, consider the following scenario based on a
real life situation. XYZ Inc. owns and operates a chain of fifty restaurants.
The restaurants are located in Colorado, Florida, Illinois, Indiana,
Kentucky, Michigan, Minnesota, Nebraska, North Carolina, Ohio,
Pennsylvania, Tennessee, Texas, Virginia, West Virginia and Wisconsin.
XYZ had a net loss from operations four years ago but has since closed or
relocated some under-performing restaurants and posted net earnings in
each of the last three years.
Seeking capital to establish additional company-owned restaurants, but
unable to attract an underwriter to take it public, XYZ decides to pursue
a DPO. XYZ management figures it could raise $5 million by offering
shares to its employees and restaurant patrons. XYZ would advertise the
offering on restaurant table placards that would refer people to the XYZ
website where the offering document would be posted. XYZ would also
have copies of the offering document available at the restaurants for wait
staff to hand out upon request.
Sounds like a simple enough plan. At the federal level, since XYZ is
only looking to raise $5 million, it could conduct its offering in reliance on
Regulation A and would not have to prepare a full registration statement.
The placards on the tables could conform with Rule 251(d)(1)(ii)(C) of
Regulation A.' Any XYZ employees participating in marketing the
offering could rely on Rule 3a4-1 under the 1934 Act for exemption from
broker registration requirements. 283
As alluded to above, the situation is not so simple at the state level.
Since XYZ had a net loss within the last five years it would not qualify for
registration by notification 8" and even if it did, eight of the states in which
it has restaurants have no applicable registration by notification
provision." Since XYZ is not registering the offering with the SEC, the
offering would not qualify for registration by coordination or CER.? XYZ
would thus have to register its offering by qualification.
Of the 16 states in which XYZ has restaurants, three (Pennsylvania,
Virginia and West Virginia) participate in the Mid-Atlantic Regional
Review Program, 7 five (Illinois, Indiana, Michigan, Nebraska and
Wisconsin) participate in the Midwest Regional Review Program, 8 one

282.
283.
284.
285.
286.
287.
288.

See supra note 83 and accompanying text.
See supra note 238-39 and accompanying text.
See supra note 100 and accompanying text.
See supra note 99.
See supra notes 104 and 131 and accompanying text.
See supra note 137 and accompanying text.
See supra note 138 and accompanying text.
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(Texas) participates in the Southwestern Regional Review Program'" and
one (Colorado) participates in the Western Regional Review Program. 29°
The remaining six states (Florida, Kentucky, Minnesota, North Carolina,
Ohio, and Tennessee) do not participate in a regional review program.
Thus, even though XYZ would be limiting its offering to sixteen states, ten
of which participate in regional review programs, it would still have to
deal with ten separate comment letters from state regulators, none of which
would necessarily arrive and be resolved in the same time frame, in
addition to comments from the SEC.
As for state broker-dealer registration requirements, of the sixteen
states, XYZ would need to register as a broker-dealer in Florida, Nebraska,
North Carolina and Texas. 29' As for agent registration requirements,
Colorado, Kentucky, Ohio, Pennsylvania, Tennessee, and Wisconsin have
applicable provisions that would exempt XYZ employees from
registering;292 Illinois and Michigan have applicable provisions that would
exempt XYZ officers but not other employees; 293 and Minnesota has an
applicable provision that would exempt XYZ officers and directors.2 94 The
remaining seven states (Florida, Indiana, Nebraska, North Carolina, Texas,
Virginia, and West Virginia) have no applicable provisions exempting
personnel of a DPO issuer from agent registration requirements. Thus,
XYZ would need to register at least one individual in each of those seven
states or retain a registered broker to conduct sales in these states.
Additionally, if one views a waitperson handing out an offering circular
or answering questions about the offering at the request of a patron as an
"individual... who represents a. .. [company] in effecting or attempting
to effect purchases or sales of securities," XYZ would need to register
these individuals not only in the seven states with no applicable exemption
but also in Illinois, Michigan, and Minnesota, since the applicable
exemptions in these states only apply to officers/directors.295
As for the placard advertisement of the offering, XYZ would need to
file it in Indiana, Nebraska, Tennessee and West Virginia; 296 may need to

289. See supra note 140.
290. See supra note 141 and accompanying text.
291. FLA. STAT. § 517.12(1) (2000) (no issuer shall offer securities in the state unless it is
registered with the state); NEB. REV. STAT. § 8-1103(c) (2000); N.C. GEN. STAT. §§ 78A-2(2)(d),
78A-36 (2000); TEx. REv. Civ. STAT. ANN. Arts. 581-4(C), 581-12(A) (Vernon 1999).
292. See COLO. REV. STAT. § 11-51-201(14) (2000); KY. REV. STAT. ANN. § 292.310(1)(a)l.e
(Michie 2000); O-o REv. CODE ANN. § 1707.01(E), (F) (Anderson 2000); PA. STAT. ANN. tit. 70,
§ 1-302(e.1) (2000); TENN. CODE ANN. § 48-2-102(2) (2000); WIs. STAT. § 551.02(2) (2000).
293. 815 iL.STAT. ch. 5/2.9 (1999); MICH. STAT. ANN. § 19.776(401)(b) (Michie 2000).
294. MINN. STAT. § 80A.14(3) (2000).
295. Supra notes 293-94.
296. IN. ADMiN. CODE tit. 710, r. 1-11-5 (2001); NEB. REV. STAT. ANN. §§ 8-1105, 1107
(Michie 2000); TENN. CoMP. R. &REGS. 0780-4-2-.04 (2000), W. VA. CODEST. R. § 111-1-15.05
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file it in Colorado, Illinois, Kentucky, Michigan, and Virginia;297 but
would not need to file it in Florida, Minnesota, Ohio, Pennsylvania, or
Wisconsin. 28
IV. ADVANTAGES AND DISADVANTAGES OF GOING PUBLIC

This Part sets forth the commonly cited advantages and disadvantages
of going public. It then discusses whether these advantages and
disadvantages are equally applicable to a traditional underwritten IPO and
an Internet DPO.
A. Advantages
The primary advantages of going public can be grouped under three
categories: capital raising, liquidity, and credibility.
1. Capital Raising
Fundamentally, a public offering is a method of raising capital. The
company sells a portion of itself in the form of common stock in exchange
for cash. This cash comes without restrictions as to use, 299 does not have
to be repaid and does not bear interest. Not only does a traditional IPO
result in an immediate cash infusion to the company, it may also make it
easier for the company to raise additional capital in the future.' This is
because the cash infusion may strengthen the company's balance sheet,
making it more attractive to lenders. This is the case whether a company
goes public through an underwritten IPO or a DPO.
A company taken public by an underwriter has the added advantage of
having established a relationship with an investment banking firm with a
vested interest in helping the company secure the capital necessary for its
business to succeed." Further, additional public offerings of securities by
(2001).
297. COLO.REV. STAT. § 11-51-305 (2000); 815 ILL COMP. STAT. 519-9 (2000); Ky. REV.
STAT. ANN. § 292.325 (Michie 2000); MIcH. STAT. ANN. § 19.776 (2000); VA. CODEANN. § 13.1515 (Michie 2000).
298. FLA. ADMIN.CODEANN. R. 3E-100.007 (2001); MINN. R. 2875.0520 (2000); OHIoREV.
CODE ANN. § 1707.23(F) (ANDERSON 2000); PA. CODE § 606.031 (2001); Wis. ADMIN. CODE §

7.02(1)(c) (2001).
299. There are no restrictions except to the extent the company is obligated to comply with
statements set forth in its offering document regarding use of proceeds.
300. John F. Olson & Daniel W. Nelson, What Makes a Company a Good Candidatefor
Going Public? Criteria, Advantages and Disadvantages Related to Going Public, in
POSTGRADUATECOURSE INFEDERALSECURTIES LAW 159-60 (AL-ABA course no. SE10, 1999).

301. This "vested interest" is preventing the negative impact the failure of a company an
investment banking firm took public would have on its reputational capital. See Ronald J.Gilson
&ReinerH. Kraakman, The MechanismsofMarketEfflciency, 70 VA.L. REV. 549,620 (1984) ("In
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such a company should be easier because the company has gone through
the registration process once, will have prepared updated disclosure
documents to comply with the 1934 Act, which will simplify the
preparation of a new registration statement, and may be eligible to use a
short form registration statement.3" Conversely, a DPO company will not
have established a relationship with an investment banking firm, will only
have been through the registration process if it has registered its DPO with
the SEC, will not necessarily have been required to prepare and file with
the SEC updated disclosure documents to comply with the 1934 Act,303
and if it has not done so, will not be eligible to use a short form
registration statement.3°4
2. Liquidity
Liquidity, with respect to a company's shares of common stock, refers
to the ease with which the shares can be bought or sold. A stock is
considered liquid if it has an active public trading market allowing buying
and selling with minimum price disturbance. In an effort to provide for
liquidity following a traditional IPO, the company will list the shares on
a national exchange or with Nasdaq and the investment banking firms that
were the primary underwriters of the offering will provide post-offering
market support.' This support often includes acting as a market maker for
the stock (facilitating over-the-counter trading by quoting a market in the

essence, the investment banker rents the [company] its reputation. The investment banker
represents to the market... that it has evaluated the [company's] product and good faith and that
it is prepared to stake its reputation on the value of the innovation."); see also infra notes 350-51
and accompanying text.
302. Form S-2 and Form S-3 are known as short-form registration statements because they
allow a company to comply with various Regulation S-K requirements for registering securities by
incorporating by reference information previously filed with the SEC under the 1934 Act as
opposed to actually setting it forth in the registration statement, provided certain other requirements
are met. Form S-2; For Registration Under the Securities Act of 1933 of Securities of Certain
Issuers, Fed. See. L. Rep. (CCH) 7141-42, 7151-52 (Nov. 8, 2000).
303. A company does not have to file periodic disclosure documents with the SEC unless its
securities are registered under the 1934 Act. Registration is generally required ofany class ofequity
securities of a company with $10 million or more in total assets held of record by 500 or more
shareholders. 15 U.S.C. § 78(l)(g) (2000); see also BLOOMENTHALET AL., supra note 45, § 12.02,
at 555-58. A company that does not fall within these requirements can nevertheless voluntarily
register. 15 U.S.C. § 78(l)(g)(1) (2000).
304. To be eligible to use Form S-2, a company, among other things, must have been a
reporting company for at least the previous three years and have filed all reports timely during the
previous year. Form S-2; General Instructions, Fed. Sec. L.Rep. (CCH) 9 7142, at 6241-43 (Nov.
8, 2000). To be eligible to use Form S-3, a company, among other things, must have been a
reporting company for at least the previous year and have filed all reports timely during the
previous year. Id. 7152, at 6248.
305. Simons, supra note 3, at 46.
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stock), purchasing shares for its own account,3 and issuing analyst reports
and recommendations to develop investor interest.' Conversely, while a
DPO company has a number of choices for facilitating secondary trading
in its stock, because the company has no relationship with an investment
banking firm with a vested interest in establishing an active secondary
market it is likely that the stock will be illiquid.0 8
Creating liquidity allows early-stage investors to cash out and founders
to diversify their portfolios without adversely effecting the price of the
stock.3° It also makes the issuance of stock more effective as an employee
recruitment and retention tool and more attractive as consideration in an
acquisition .310 Finally, creating liquidity for a stock is helpful for estate tax
purposes, especially where a founder's assets are largely comprised of the
stock, because it simplifies valuation and allows the estate to easily sell
sufficient shares to cover estate taxes.' Since shares issued in a DPO are
generally illiquid, none of these advantages are realized by a DPO
company.

306. This is known as stabilization which has been described by the SEC as "that process
whereby the market price of a security is pegged or fixed for the limited purpose of preventing or
retarding a decline in contemplation of or during a public offering of securities." Notice of
Opportunity to Submit Proposals For Regulations or Legislation Regarding the Stabilization of
Market Prices by Persons Offering Securities to the Public, Exchange Act Release No. 4163, (Sept.
16, 1948), 13 CFR 5510. Stabilization activities are subject to various limitations set forth in
Regulation M of the 1934 Act. 17 C.F.R. §§ 240.100-.105 (2000). See LOSS & SELIGMAN, supra
note 16, § 10-E-1, for an overview of Regulation M.
307. See Simons, supra note 3, at 46.
308. See Terzah Ewing, PinkSheets Begin Quote Service in a Bid to Boost Market'sImage,
WALL ST. J., Aug. 14,2000, at C7 (noting that stocks quoted on the Pink Sheets are some of the
most thinly traded); Phyllis Plitch, Your Money Matters,WALLST. J., June 22, 2000, at Cl (noting
that OTC Bulletin Board stocks are thinly traded); Spring Street Brewing Co., SEC No-Action
Letter [1996-1997 Transfer Binder] Fed. Sec. L. Rep. (CCH)
77,201 (May 17, 1996)
(characterizing the shares of Spring Street as illiquid and speculative); see alsoCharles Gasparino,
StarvedforAttention, Small Companies 'Buy' Wall Street Coverage,WALL ST. J., July 14, 1999,
at Al (stating that some small public companies have resorted to paying an investment banking
firm to get the firm to issue research reports on the companies); Eric J. Savitz, Turned On, Tuned
Out: InternetIPOs CreateSound and Fury,Signifying Next to Nothing, BARRON'S, Sept. 1, 1997,
availablein 1997 WL-BARRONS 11332847 (criticizing the success of internet DPOs by noting
that one year after Spring Street Brewing's offering its stock remained illiquid).
309. Olson & Nelson, supra note 300, at 596. Even with a liquid market, early-stage investors
and founders will likely have to comply with SEC regulations that place significant limitations on
sales of stock by company officers, directors and significant shareholders. See generally
BLOOMENrHALET AL, supra note 45, at 523-36.
310. HAROLDS.BLOOMENTHAL,GOINGPUBLiCANDTHEPUBUCCORPORATION § 1.03(1986).
311. Id.
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3. Credibility
Going public may boost a company's reputation and brand from an
increased stockholder base and attention from analysts and the business
press. 312 Additionally, customers and vendors may more readily work with
the company because its financial and other data has been reviewed by
investors and regulators and is publicly available. These advantages will
likely flow only to a limited degree to a company that goes public through
an Internet DPO, depending on the extent of attention from analysts and
the business press, if any. Because of its uniqueness at the time, Spring
Street's DPO likely got infinitely more attention than it ever would have
if it had gone public through the traditional route.313
B. Disadvantages
The primary disadvantages of going public include expense, increased
exposure to civil liability, decreased flexibility and loss of confidentiality.
1. Expense
Initial public offerings are expensive. Underwriter commissions and
expenses may amount to as much as thirteen percent of the gross offering
proceeds, 314 and legal, accounting, filing and other fees generally range

312. Olson & Nelson, supra note 300, at 598.
313. E. Thomas Wood, Straightto Market: Direct PublicOfferings Can Be a Great Way to
Take Your Company Public;Here'sWhat You Need to Know Before You Do, WALLST. J., June 22,
1998, at R26 (referring to the millions of dollars of free publicity Spring Street received from the
media intrigued by its Internet DPO).
314. Underwriting commissions forIPOs are almost always 7% ofgross proceeds forofferings
of $ 10 million or more and 10% of gross proceeds for offerings under $10 million. FIELD, supra
note 58, at 65. Since the work involved for an underwriter in taking a company public does not
dramatically increase or decrease in proportion to the size of the offering, the smaller the deal, the
higher the commission percentage. In fact, underwriters of small offerings will often require
compensation from the company in addition to a commission in the form of an expense allowance
of up to 3% of the offering and common stock warrants. GAO REPORT, supra note 3, at 24.
However, the National Association of Securities Dealers, Inc. (NASD), the self regulatory
organization of which virtually every investment banking firm in the United States is a member and
hence subject to its authority, regulates the amount of compensation an underwriter can receive in
an offering. See JOHNSON& MCLAUGHLiN, supra note 19, at 318, 323. Specifically, "[n]o member
or person associated with a member shall receive an amount of underwriting compensation in
connection with a public offering which is unfair or unreasonable." NASD Conduct Rule
2710(c)(2)(A), NASD Manual (CCH), at 4507 (Feb. 2000). The underwriter is required to make
certain filings with the NASD specifying the underwriter's proposed compensation. Id. Rule
2710(b), at 4501. "The SEC will not declare a registration statement effective unless the NASD
has" raised no objection to the proposed underwriter's compensation. JOHNSON & MCLAUGHLIN,
supra note 19, at 326. Other expenses include SEC and NASD filing fees, listing fees, legal fees,
accounting fees, transfer agent fees and printing expenses. See Olson & Nelson, supra note 300,
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from $300,000 to $500,000 for an underwritten public offering."' With a
DPO, the company avoids the underwriter fees (which can be as high as
thirteen percent), should save on printing fees by distributing the offering
documents over the Internet, and can save on legal fees by having
management draft the offering documents instead of company counsel.
Dollar cost savings is one area where a DPO is more attractive than a
traditional IPO and is often cited as a basic argument for undertaking a
DPO t6 Against these dollar cost savings, as compared to a traditional
IPO, will likely be increased filing and legal fees for registering the
offering in various states, added legal and perhaps registration fees for
complying with state and federal broker-dealer regulations and state agent
317
regulations, and marketing and advertisement fees.
Unfortunately, the large majority of costs for a public offering are
incurred up front. It is not uncommon for an underwriter to delay an IPO
because of market conditions 318 or for a company to abandon a DPO
because of lack of investor interest.319 In such a case, the company has
some large bills to pay but no offering proceeds.
An initial public offering also is costly in terms of time as personnel
must be diverted from their regular duties to gather information, aid in
preparing the offering documents and contribute to marketing the deal.
With an underwritten IPO, this involves responding to underwriter due
diligence requests, attending drafting sessions and participating in the road
show.32 The process generally takes from three to six months, and things
at 599.
315. Olson & Nelson, supra note 300, at 599; see also GAO REPORT, supra note 3, at 23.
316. John C. Coffee, Jr., Brave New World?: The Impact(s) of the Internet on Modem
Securities Regulation, 52 Bus. LAw. 1195, 1210 (1997); see also Donald C. Langevoort, Angels
on the Internet: The Elusive Promise of "Technological Disintermediation"for Unregistered
Offerings of Securities,2 J. SMAIL& EMERINGBUS. L. 1 (1998); GAO REPORT, supra note 3, at
12; Timothy C. Barmann, Netting Shareholders2 R.I. FirmsAre Offering Their Stock ForPublic
Sale Directly Over the Internet, THE PROVIDENCEJ.-BUL., Jan. 8, 1997, at IF (stating that one of
the key advantages of a Internet DPO is that it takes the expensive underwriting costs out of the
offering by not having to pay the underwriting fee).
317. See Joseph Kershenbaum, Venture Capital,INVESTMENT NEWS, Mar. 29, 1999, at 6
(downplaying the low cost of internet DPOs by stating that Annie's Homegrown, another famous
"successful" internet DPO, spent 22% of its offering proceeds of $1.5 million on expenses related
to the offering as compared to the typical 7% to 10% in fees that an underwritten offering would
normally cost).
318, See, e.g., Raymond Hennesy, IPO Outlook: ForIPO Market,More BadNews is Likely
forNow, WALL ST. J., Apr. 17,2000, at C23 (noting that fifteen of the twenty-three IPOs scheduled
to go effective the previous week were delayed because of market conditions).
319. Matthew Lubanko, Under His Own Power; Marine Electric Motor Inventor Seeks
Adventurous Investors to Help Launch His Business, HARTFORD COURANT, June 17, 2000, at E l
(noting that more than half of SCOR offerings are abandoned for failure to raise the minimum
required offering amount).
320. See JOSPIN El"AL., supra note 37, at 41.
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return to normal within days after the SEC declares the registration
statement effective. With a DPO, the process can last for a year or more. 21
This is because preparing the offering documents is just the beginning. A
DPO is not like an underwritten IPO, where the underwriter has essentially
pre-sold the offering and delivers the net proceeds to the company three
days after the SEC clears the deal with the two week road show
comprising the only marketing done by the company. 322 Unless the
company is doing a registered DPO, it generally will not even be able to
begin marketing the offering until it is cleared by the various states.323
Once a company commences marketing the offering, it will then have to
divert personnel to answer investor questions, distribute offering
documents, track orders, secure consents to electronic delivery, hold
closings, send out confirmations, and update the offering document,
among other things. 2
The above costs are just those associated with completing a public
offering. Following a traditional underwritten IPO, the company will be
subject to the reporting requirements of the 1934 Act, which means it will
have to incur legal and accounting fees for preparing and filing with the
SEC quarterly and annual reports and annual proxy statements for as long
as it remains a public company.3' It will also have to hire additional staff
to deal with securities analysts and shareholders and incur annual fees of
a transfer agent and registrar. A DPO company may or may not be subject
to the reporting requirements of the Exchange Act326 and likely will not
need to hire additional personnel to deal with securities analysts (since it
is unlikely, at least in the near term, that any will be calling) or
shareholders, especially if it has secured the necessary information and
consents to deliver documents to shareholders electronically.3 " Thus,
ongoing costs for a DPO company will likely be less than those of an IPO
company.
2. Increased Exposure to Civil Liability
Completing a public offering also increases exposure to civil liability.
In a registered public offering, the company and its executive officers and

321. See supra note 202.
322. Compare supra Part II.A. (marketing a traditional IPO) with Part m.C. (marketing an
Internet DPO).
323. See supraPart II.C.
324. There are various firms that will handle many of these functions for a DPO company for
a fee. See infra notes 412-17.
325. See supra note 303 for a brief discussion of when a DPO company is required to file
reports under the 1934 Act.
326. See supra note 303.
327. See supra notes 226-29 and accompanying text.
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board of directors may be held liable for false or misleading statements in
the registration statement under Section 11 of the 1933 Act.328 While these
individuals are exposed to potential personal liability, with a traditional
underwritten IPO they can take comfort from the fact that the registration
statement was painstakingly prepared, reviewed and revised by company
counsel, underwriter counsel and the underwriter's PO team, all of whom
likely have extensive experience in drafting a registration statement with
an eye towards minimizing liability exposure. 29
This comfort will not be available to the executive officers and
directors of a company undertaking a registered DPO. A DPO company
may have every intention to include complete and accurate disclosure in
its registration statement. However, it may end up misstating or excluding
information that would have been uncovered by an underwriter's due
diligence investigation. Having securities counsel carefully review a
registration statement prior to filing can provide some comfort. However,
unless securities counsel has intimate knowledge of the company's
operations, he will only be able to verify that the registration statement
appears to meet SEC requirements and tone down language,33 but will not
be able to detect misstatements or omissions.
Further, with a registered DPO, the company may also be exposed to
liability for false or misleading statements in sales or marketing materials
used in connection with the offering under Section 12(a)(2) of the 1933
Act.331 This is generally not the case in a traditional underwritten public
offering because investors purchase shares from the underwriters and not
the company and 332
thus lack the necessary privity to sue the company under
Section 12(a)(2).
For unregistered DPOs, i.e., those made in accordance with Rule 504
or Regulation A under the 1933 Act, the company can be held liable for
false or misleading statements in the offering documents.33 However, the
company's directors and executive officers are not expressly exposed
under federal law unless they participate in the offering.3

328. See 15 U.S.C. § 77k(a) (2001).
329. See supra text accompanying notes 37-43.
330. Or, as one commentator has characterized it, securities counsel may revise the offering
document so that it is written in the "cautious, padded, and generally turgid language that lawyers
insist upon for documents subject to the liability provisions of sections 11 and 12(2) of the 1933
Act." Coffee, supra note 316, at 1206.

331. 15 U.S.C. § 771(a)(2) (2002).
332. See Pinter v. Dahl, 486 U.S. 622,646-47 (1988); Shapiro v. UJB Fin. Corp., 964 F.2d
272, 286 (3d Cir. 1992).
333. See supra note 27, for a brief discussion of Rule lOb-5 and Section 12(a)(2).
334. While Section 11(a) of the 1933 Act, 15 U.S.C. § 77k(a) (2001), specifically subjects
directors and officers to liability for false or misleading statements in a registration statement,
Section 11 (a) does not apply to unregistered offerings. See supra note 27 for a brief discussion of
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State blue sky laws also include antifraud provisions. For example,
Section 410 of the Uniform Securities Act provides:
Any person who ... offers or sells a security by means of any
untrue statement of a material fact or any omission to state a
material fact necessary in order to make the statements made,
in the light of the circumstances under which they are made,
not misleading (the buyer not knowing of the untruth or
omission), and who does not sustain the burden of proof that
he did not know, and in the exercise of reasonable care could
not have known, of the untruth or omission, is liable to the
person buying the security from him, who may sue either at
law or in equity to recover the consideration paid for the
security, together with interest at six percent per year from
the date of payment, costs, and reasonable attorneys' fees,
less the amount of any income received on the security, upon
the tender of the security, or for damages if he no longer
owns the security."5
The Uniform Securities Act further provides that officers and directors
of a company liable under the above provisions are liable to the same
extent as the company unless they prove they did not know, "and in
exercise of reasonable care could not have known, of the33existence
of the
6
exist.
to
alleged
is
liability
the
which
of
reason
by
facts
Following a public offering, company officers responsible for
preparing any required 1934 Act filings may be held liable for false or
misleading statements in these documents. 3' A public company may face
liability for distributing false or misleading information or failing to timely
disclose material information.3 Further, insiders trading in the company's
stock could be subject to insider trading or short swing profit claims.?
3. Decreased Flexibility
By going public, a company increases its stockholder base but with this
increase comes a decrease in flexibility. There is now a multitude of

Section 11(a).
335. UNrI. SEC. Acr § 101 (amended 1988) ("It is unlawful for any person, in connection with
the offer, sale or purchase of any security,directly or indirectly... to make any untrue statement
of a material fact or to omit to state a material fact necessary in order to make the statements made,
in the light of the circumstances under which they are made, not misleading.").
336. IL §410(b).
337. 15 U.S.C. § 78r(a) (2001).
338. BLOOMENTHALET AL, supranote 45, § 15.07[1],at767.
339. See generally id., chs. 19-20 (describing liability for insider trading and short-swing
profits).
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competing constituencies the company will have to consider when making
decisions. Public shareholder interests may not be consistent with the longterm interests of the company? 4 Public shareholders generally want
management to focus on maximizing the short term price of the company's
stock while management may be more concerned about the long term.
Further, obtaining shareholder approval becomes more cumbersome
because a large shareholder base makes obtaining written consents
impractical, and the company may be subject to SEC rules governing the
solicitation of shareholders' proxies."
4. Loss of Confidentiality
Another disadvantage of going public is loss of confidentiality. The
offering document generally must include information regarding executive
compensation, transactions with management, dilution resulting from the
issuance of stock to insiders and the company's principal stockholders and
their holdings. ' Companies subject to 1934 Act requirements will have
to periodically update this information in filings with the SEC. All this
information is easily accessible to anyone surfing the Web. Additionally,
companies with publicly traded stock have to issue press releases to
disclose material events as they occur. 3
C. Successful DPO o Successful TraditionalIPO
While a company successfully completing an Internet DPO does
become a public company in the sense that its shares are held by and are
freely tradable among the general public, it only marginally recognizes the
advantages that flow to a company that successfully completes a
traditional IPO. A successful DPO generally does not improve a
company's ability to raise additional equity financing nor does it create
liquidity for the company's stock. Further, none of the disadvantages
associated with going public through a traditional IPO are avoided by
going public through an Internet DPO other than, potentially, a portion of
the expense. Therefore, a company considering an Internet DPO should
not equate a successful DPO to a successful IPO.

340. Olson & Nelson, supra note 300, at 601.
341. Id.

342. 17 C.F.R. §§ 229.402-04, .506 (2000).
343. BLOOMENTHALET AL, supranote 45, § 15.07[1], at 767.
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V. ADVISABILITY OF DPOs
Two key attributes of the Internet are that it puts practically an infinite
amount of information at a person's fingertips and it can cheaply and
efficiently bring together buyers and sellers whether they are located
across the street or across the world from each other.'" In the DPO
context, these attributes enable a person interested in investing in small
companies to learn of an investment opportunity, research the company
and purchase some of its shares rapidly and easily regardless of where the
company is located. Thus, the Internet makes it cheap and easy for a DPO
company to make its offering accessible to a huge number of potential
investors.-'
However, not many of the potential investors are actually investing.'
As noted in the introduction of this Article, less than 40% of DPOs have
been able to raise any money.' 7 Of the roughly 2,000 companies that have
undertaken DPOs in reliance on SCOR since 1990, only 156 trade
publicly.' Even Spring Street's highly publicized offering raised only
$1.6 million of the $5 million it was seeking. 349
The reason for the poor success of Internet DPOs is straightforwardthere is not much demand for DPO shares. This lack of demand can be
attributed to the absence of a certification intermediary in the DPO
process, lack of liquidity with respect to shares issued in a DPO, highly
publicized fraudulent schemes involving small companies and the Internet
generally, lack of coordination and uniformity of securities regulations and
the passive nature of the Internet.
A key role served by an underwriter in a traditional IPO is that of
certification intermediary. By taking a company public the underwriter
implicitly certifies the legitimacy of the offering, a certification backed by
the underwriter's reputational capital and liability exposure under the 1933
Act.3"' This allows an investor to forego its own investigation of the
344. See generally Reno v. ACLU, 521 U.S. 844, 853 (1997) (discussing the World Wide

Web).
345. See supra note 4.

346. Wood, supranote313,atR26 (notingthat'few [DPO] issuingcompanieshavebeen able
to find investors").
347. See supra note 15 and accompanying text.

348. Lubanko, supra note 319, atEl.
349. Wood supranote 313, at R26; see also ThinkingAboutDoing Your Own PublicOffering
on the Net? Not so Fast;The Story Behind the Story ofthe Most CelebratedDirectPublicOffering,

in HISTORY, INC., Sept. 1, 1999, availablein 1999 WL 9313080 (quoting Spring Street Brewing
Company and Wit Capital Group Inc. founder Andy Klein admitting that although over 500,000
people came to the Spring Street Brewing Company website and viewed the offering document,
only 3,500 of them invested in the offering, demonstrating that increased attention to an offer does
not necessarily mean an increase in investing in the offer).
350. Coffee, supra note 316, at 1210-11.

Published by UF Law Scholarship Repository, 2001

53

Florida Law Review, Vol. 53, Iss. 3 [2001], Art. 3
FLORIDA LAWREWEW

[Vol.
V.3 53

company with the seemingly safe presumption that since an underwriter's
reputation and potential liability is on the line, the underwriter will have
conducted an in depth investigation of the company to verify the accuracy
of the prospectus, set the offering price, and uncover and address any
disclosure issues.3 11With an Internet DPO, potential investors can easily
access a company's offering document through the Web, but generally
have no cost-effect way to evaluate the accuracy and completeness of the
disclosure and assess the fairness of the offering, which in turn decreases
the likelihood that they will actually invest.352
It is therefore not surprising that most successful DPOs have been
undertaken by companies that have a strong, loyal customer base or
"affinity group."3 53 Members of the affinity group are already familiar with
and may be emotionally attached to the company, and thus are willing to
invest without fully verifying the accuracy of the offering document or
relying on a certification intermediary. A good example is Annie's
Homegrown, Inc., a Massachusetts maker of organic pasta. It was able to
raise $1.5 million in a DPO largely from loyal customers who liked
Annie's all-natural products and dedication to environmental causes. 3"
Another reason that there is little demand for DPOs is that the shares
are generally illiquid and thus less desirable. 55 This in turn shrinks the
pool of potential investors in a DPO to only those who are financially able
to hold an illiquid security and thus bear the risk that they may not be able
to convert the shares into cash if the need arises.356 This also likely reduces
the offering and secondary trading price per share the company can expect
with a DPO because investors will factor in a liquidity discount when
evaluating the investment.3"
The absence of liquidity results in a vicious circle-the lack of demand
for DPO shares negatively impacts the secondary trading of them, which
negatively impacts the liquidity, which negatively impacts the demand.

351. See Gilson & Kraakman, supra note 301, at 613-21; Stephen Choi, MarketLessonsfor
Gatekeepers, 92 Nw. U. L. REV. 916, 962 (1998) (discussing the role of an underwriter as a

certification intermediary).
352. See Bernard S. Black, InformationAsymmetry, the Internet,and SecuritiesOfferings, 2

SMAUL & EMmGING Bus. L. 91, 95 (1998) (noting that the Internet does not do much to reduce
asymnmetry costs to investors, i.e., the costs of verifying the accuracy and completeness of offering
documents).
353. See Wood, supra note 313, at R26.

354. Id.
355. See supra notes 308-11 and accompanying text.

356. See Fisch, supra note 8,at 79 n.127.
357. Id. at 79 n.126; seealso James C. Cox, Regulatory Duopoly in U.S. SecuritiesMarkets,

99 CoLuM. L. REV. 1200, 1225 (1999) (noting that since securities traded in the Pink Sheets are
thinly traded, they trade at a deep discount versus those quoted on the OTC Bulletin Board and
deeper yet compared to listed securities).
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Again, the Internet is a great tool for cheaply and efficiently bringing
together buyers and sellers. It has enabled various parties, including the
companies themselves, to set up electronic matching systems in an effort
to facilitate secondary trading in DPOs. s8 However, these systems only
match sellers and buyers; they do not, within themselves, generate buyers
or sellers. Thus, unless demand for a company's shares has somehow been
created, a DPO investor who wants to unload some shares can post her
desire to sell on a matching system website but frequently no sale will be
consummated because no one will be interested in buying her shares.
Further, potential DPO investors are likely put off by the risk of fraud.
DPOs are generally conducted by the type of company, small and
unproven, often associated with fraud.35 9 Additionally, the SEC has
recently completed several well publicized nationwide fraud sweeps based
on acts of fraud over the Internet resulting in numerous enforcement
actions, many involving microcap companies. 360 The combination of these
two factors likely creates a general perception that the risk of fraud
associated with Internet DPOs is high, thus decreasing demand.
Moreover, a company undertaking a multi-state DPO will invariably
run into differences among the states in disclosure requirements, merit
review, broker-dealer and agent registration requirements and advertising
restrictions. This lack of uniformity makes it very burdensome for a
company to register its offering in more than a handful of states,361 thus
shrinking the ool of potential investors and consequently the demand for
the offering.

358. See supraPart 1I.F.

359. See Fisch, supra note 8, at 82 (noting prevalence of fraud in small business offerings);
Langevoort, supranote316, at2 ('investment frauds have always been, and will always be, heavily

concentrated among new and unfamiliar ventures.... .").
360. Michael Schroeder, FraudChargesAre BroughtAgainstTouters Using the Web, WALL
ST. J., Sept. 7,2000, at Cl; Judith Bums, SEC Sweep UncoversMicrocapHazards,FraudProbe
ofInternet TargetsStock Promoters,WALLST. J., Nov. 2,1998, at C9; ElectronicCommerce: SEC
Sweep Leads to ChargesAgainst26 OverBogus Offeringson the Web, 31 SEC. REG. &L. REP. 629,
629 (May 14, 1999).

361. See Wood, supra note 313,at R26 (describing frustrations of DPO company registering
in California and Illinois); David Freeman, Ed PalmerMight Not Think of Himselfas a Pioneer.
But He Is Among the FirstWave of CompanyBuildersto Lookfor Investorson the InternetWithout
a Middleman, INC., Sept. 9, 1999, available in 1999 WL 9313076 (describing the troubles a
Minnesota man has had with state securities regulators in connection with his Internet DPO,

including the $90,000 in legal fees he incurred while filing and waiting approval of the offer from
his home state of Minnesota).
362. See Hovey, supra note 202, at C6 (noting that a company could not even respond to
inquiries about its DPO from people in states in which it was not registered); see also M. Louise
Turilli &Joseph Kerschenbaum, Securitieson the Internet; Changesin Laws Requiredto Increase

Online Offerings,70 N.Y. ST. BJ. 22, 22 (1998) (noting that "online... offerings by small,
nonpublic companies have been limited in scope because of regulatory restraints").
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Basic economics dictate that demand for a product can be increased
through marketing and through pricing. Unfortunately for DPO issuers, as
discussed above, both federal and state regulations drastically limit
marketing methods a DPO company can use to sell its offering. 3 3 While
the SEC has given the green light to posting an offering document on a
company's website, thereby making the document accessible to hundreds
of millions of people,' merely posting the document does not mean any
of those hundreds of millions will access it. Web retailers are well aware
of this and have spent furiously on advertisements in all types of media to
attract consumers to their websites,' which is not an option for DPO
issuers because of financial and regulatory constraints. Additionally, a
DPO issuer may not be able or willing to discount the offering price to a
low enough level to adequately reflect the negative aspects of DPOs and

attract investors.3 6

In the final analysis, due to the poor success rate, the amount of time
and effort involved in marketing the offering, the lack of liquidity
following the offering, the headaches of complying with various state
securities laws, and the increased liability exposure, it does not make sense
for a company to undertake a DPO if an underwriter is willing to take it
public. I think these factors far outweigh the savings in underwriter fees.
A closer question is whether it makes sense for a company that cannot
convince an underwriter to take it public to go public through an Internet
DPO. I believe the answer to this question is presently no, except under
limited circumstances. If (1) the company has natural affinity groups-the
members of which have discretionary funds for investing and will
recognize the company's name, (2) a large number of members of the
affinity groups are concentrated in a few states, and (3) the offering is
small enough for the company to rely on an exemption from federal
registration. Under these circumstances, I think a DPO is advisable; the
offering would have a better than average chance of success, 367 blue sky
compliance headaches would be reduced, and the company's officers and
directors would not be expressly exposed to federal securities fraud
liability unless they participate in the offering. 8 Even under these
363. See supraPart UI.C.
364. See supra Part lII.C.1.
365. Joe Flint, Advertising Spending to Get Big Boost From Internet CompaniesNext Year,
WALLST. J., Dec. 7,1999, atB8.
366. See Black, supra note 352, at 92.
367. See GAO REPORT, supranote 3, at 12 ("DPOs stand little chance of success without an
existing client base or other affinity group.").
368. See Coffee, supranote 316, at 1212 (noting that most commentators have recognized that
the threat of section 11 liability provides a company a strong incentive to structure an offering so
that it is exempt from registration with the SEC). A company's officers and directors would be
subject to liability under state blue sky law regardless of whether they participated in the offering.
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circumstances it will likely still take substantial time and effort by the
company to register and market the offering and may in the end fail to
raise the necessary funds. Thus, a company should take a hard look at
available alternative financing before it decides to undertake an Internet
DPO.
VL THE FUTURE OF INTERNEr DPOs
The viability of Internet DPOs as a realistic financing option for small
issuers is dependent on regulatory reform and the reintermediation of the
DPO market. Without these developments, Internet DPOs for most small
issuers will represent only a financing option of last resort. This Part first
addresses the question of whether Internet DPOs by small companies are
desirable from a public policy prospective. It concludes that they are and
therefore suggests regulatory reforms to facilitate Internet DPOs. This Part
then speculates on what I view as the key to the future of Internet
DPOs-the emergence of a cyber middleman as a certification
intermediary.
A. The PublicPolicy Perspective of DPOs
Small businesses play a pivotal role in the U.S. economy. 'They are the
foundation of the Nation's economic growth: virtually all of the new jobs,
53 percent of employment, 51 percent of private sector output, and a
disproportionate share of innovations come from small firms." 3 9 Likewise,
access to capital plays a pivotal role in the success of small businesses.' 0
"The chief cause of small business failure-after management error-is
lack of capital.""37
See supra text accompanying note 336. However, practically speaking, this may not be much of
a risk. Evidence indicates that securities class actions are rarely brought with respect to small
offerings. Coffee, supra note 316, at 1212. This is likely because these suits do not generate high
enough fees to interest plaintiffs' lawyers. Id. at 1213. By definition, an exempt DPO will be an

offering of $5 million or less, and the size of the offering with respect to a class action brought
under a particular state's antifraud provisions will further be limited by the number of shares of the
offering sold in that state.
369. William . Clinton, Message to the Congress Reporting on the State of Small Business,
35 WEEKLY COMP. Press Doc. 823 (May 6, 1997); see also Sulin Ba, Small Business in the
ElectronicMarketplace,TEXAS BuS.REv., Dec. 12, 1999, at 1 ("Economists have long recognized
the importance of small business in the economy. The active existence of numerous small business
firms, each exercising a reasonable degree of independence, is considered basic to the maintenance
of a competitive market.').
370. Notice of Proposed Rule Making, Act Release Nos. 33-6924, 34-30468, Investment
Company Act Release No. 39-2280,1992 SEC LEXIS 1497 (Mar. 20,1992), at *7; see also Fisch,

supra note 8, at 60.
371. Mario P. Borini, Give Small Businessesthe TaxBreakThey Deserve, BUs. WK., June 18,
1984, at 11; see also GAO REPORT, supranote 3, at 1 ('The development and survival of many of
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Traditionally, small companies have had limited financing options;
they often lack (1) the necessary collateral, operating history and proven
track record to qualify for bank loans; 372 (2) the growth potential required
by venture capitalist; 373 and (3) the size, product lines, markets and
management required to attract an underwriter to sell the company's stock
to the public. 374 Thus, small companies are often financed through the
personal funds of their founders, contributions from friends and family of
their founders,375 and local high net worth individuals.376 These sources are
generally viewed as inadequate.3 The Small Business Association
"estimated that for 1996, the total unmet need for early-stage equity
financing for small businesses was about $60 billion annually." 378 Internet
DPOs could remedy this inadequacy by providing an additional equity
financing source for small businesses. Considering the importance of small
companies to the economy and the role adequate financing plays in their
success, I believe facilitating Internet DPOs by small companies is
desirable from a public policy perspective.
At the same time, Internet DPOs raise investor protection concerns
because they are generally undertaken by small, unproven companies, a
category of companies that have historically represented a disproportionate
amount of business failure and fraud.379 "Some research indicates that
approximately 80 percent of new businesses will either fail or no longer
exist within [five] to [seven] years of formation due to lack of financial
depth, a lack of management expertise, an unworkable business idea, or
some combination of these factors.,, 3' Additionally, as argued above,
except in limited circumstances, a small company should only undertake
a DPO as a last resort. This may result in adverse selection, i.e., only lowquality companies undertake DPOs because more attractive financing
options are available to higher quality companies.3 1 Therefore, any
regulatory reforms to further the public policy objective of facilitating
this country's fastest growing small businesses depend on equity capital financing.").
372. Fisch, supra note 8, at 60; see also GAO REPORT, supra note 3, at 5.
373. GAO REPORT, supra note 3,at 3 ("[M]any small businesses have difficulty attracting

venture capital financing because of the selection criteria used by venture capitalists in deciding
where to invest their funds.'); id. at 20 ("[O]nly about 1 percent of all business plans submitted to
venture capital funds typically has received financing in recent years....").
374. Fisch, supra note 8, at 60; see also GAO REPORT, supranote 3, at 3 ("[S]mall business
issues are viewed unfavorably by underwriters because they are too small in size to be profitable.").
375. Fisch, supra note 8, at 60.

376. Id. at 62. These individuals are often referred to as angels. GAO REPORT, supranote 3,
at 10.
377. Fisch, supra note 8, at 63.
378. GAO REPORT, supra note 3, at 2.
379. Id. at 18; see also Fisch, supra note 8, at 58.
380. GAO REPORT, supra note 3, at 19.

381. See Black, supranote 352, at 92.
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Internet DPOs by small companies must be balanced against the
competing public policy objective of protecting the public from the risks
associated with investing in small companies.
B. ProposedRegulatory Reform
Investor protection is a primary purpose behind both federal382 and
state 83 securities regulations. These laws provide protection to investors
through a variety of means including by regulating the offer and sale of
securities, prohibiting fraud in connection therewith and regulating brokerdealers. 3s While by design there is overlap between federal and state
regulations and between the regulations of the various states, as
demonstrated above, a small issuer has to deal with a complicated maze of
often uncoordinated and non-uniform federal and state regulations when
undertaking an Internet DPO. This may ultimately lead to some small
companies foregoing the Internet DPO option. Hence, Internet DPOs could
be facilitated by revising these regulations to improve coordination and
uniformity.
An easy way to achieve this would be through complete federal
preemption of the field, reducing the number of sets of securities laws that
could apply to an offering from fifty-four to one. 85 This idea is not new
and has been debated in various contexts from time-to-time for decades. 6
It seems unlikely that adding the simplification of Internet DPOs to the
mix would change the outcome of the debate.
Another possibility is for partial preemption by expanding the
387
definition of "covered security" under Section 18 of the 1933 Act,
authority for which was delegated to the SEC by Congress. 8 Under
Section 18, "[a] security is a covered security with respect to the offer or

382. See 2000 Release, supra note 153, at 25844.
383. See LONG, supranote 253, § 1.05[1]; see also Marc I. Steinberg, The EmergenceofState
SecuritiesLaws: PartlySunny Skies for Investors, 62 U. CIN. L. REV. 395,411-12 (1993).
384. LONG, supra note 253, § 1.0211], at 1-4.

385. An issuer conducting a nationwide offering of securities that are not "covered securities"
as defined by Section 18 of the 1933 Act, see supra note 35 and accompanying text, would have
to comply with the blue sky laws of all 53 U.S jurisdictions (including Guam, Puerto Rico and
Washington D.C.) and the federal securities laws.
386. See Loss & SELIUGMAN, supra note 16, § 1-B-2. Authors that recommend total federal
preemption and abolition of concurrent state securities laws include Rutherford B. Campbell, Jr.,
An Open Attack on the Nonsense of Blue Sky Regulation, 10 J. CORP. L. 553, 553 (1985), and
Sheldon A. Jones &Richard A. Stamre, EducationNotRegulation:FundingInvestmentEducation
through the PartialPreemptionof Blue Sky Laws, 22 SEC. REG. L.J. 377, 377-78 (1995).
387. See supratext accompanying notes 33-35 for a brief discussion of Section 18 ofthe 1933
Act.
388. Rutherford B. Campbell, Jr., Blue Sky Laws and the Recent CongressionalPreemption
Failure,22 J. CORP. L. 175, 207-08 (1997).
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sale of the security to qualified purchasers, as defined by [SEC] rule."3 9
To date, the SEC has not adopted a rule defining qualified purchaser, but,
as recommended by one commentator, could define it to include all
purchasers of securities in transactions exempt from federal registration
under Rule 504 or Regulation A."t As noted above, "covered" securities
are not subject to state registration requirements. Thus, such a definition
would effectively exempt Rule 504 and Regulation A offerings from state
registration requirements. Such an action by the SEC, however, also seems
unlikely in light of recent SEC revisions to Rule 504 reinforcing the role
of state regulation of Rule 504 offerings.39 '
Considering the above, it seems likely that any improvements in
coordination and uniformity will have to be implemented through changes
to state securities laws. Consequently, set forth below are three proposed
changes to state securities laws to facilitate Internet DPOs. While these
changes are modest and hence would not drastically improve the feasibility
of DPOs, I think they are realistic considering the hesitancy of many states
in adopting uniform state securities regulations in light of investor
protection concems.3 2
First, states should expand the Coordinated Equity Review program
(CER)393 to include Regulation A offerings. Relying on Regulation A is
generally the best route for a DPO issuer to comply with federal
registration requirements. It allows a company to raise up to $5 million
through essentially a simplified federal registration process without
subjecting the company's directors and executive officers to liability under

389. 15 U.S.C. § 77r(b)(3) (2001).
390. Campbell, supra note 388, at 207.
391. Revision of Rule 504 of Regulation D, the "Seed Capital" Exemption, Exchange Act
Release No. 33-7644, 64 Fed. Reg. 11.090 (Mar. 8, 1999) (codified at 17 C.F.R. pt. 230) (notiog
that the SEC has conditioned the availability of Rule 504 for public offerings on the extent of state
regulation); see also 17 C.F.R. § 230.504(b)(1)(i) (2001).
392. For example, in 1983 NASAA adopted the Uniform Limited Offering Exemption
(ULOE) which exempts from state registration certain offerings made in compliance with
Regulation D under the 1933 Act. Uniform Limited Offering Exemption, 33 NASAA Rep. (CCH)
6201, at 6101-05 (May 1989). Some states felt that the ULOE unduly favored capital raising to
the detriment of unsophisticated investors. Steinberg, supranote 383, at 404. The end result is that
approximately twenty percent of the states never adopted the ULOE, and some states adopted
versions with additional and varying criteria thus defeating the goal of uniformity. Campbell, supra
note 388, at 188-89. In 1992, the SEC made a push for coordination and uniformity in connection
with changes to Regulation A. These changes included the "testing the waters" provisions which
the SEC viewed as removing a major impediment to Regulation A offerings by small issuers. Small
Business Initiatives Exchange Act Release Nos. 33-6924, 34-30468, 39-2280 (March 20, 1992).
However, many state administrators viewed these provisions as contrary to investor protectiom.
Steinberg, supra note 383, at 409-10. Hence, state laws generally were not modified to coordinate
with these provisions, ultimately thwarting the intent of the SEC. Id. at 411.
393. See supra Part III.B.5. for an overview of CER.
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the 1933 Act." However, it is generally the worst route for a DPO issuer
to comply with the registration requirements of state securities laws. Most
states do not allow a Regulation A offering to be registered by
coordination. 3' Thus, a company pursuing a Regulation A offering will
likely have to file a full registration in each state it intends to make offers
and sales. This means that a company undertaking such an offering will
potentially get a comment letter from and will have to resolve the
comments with each state in which it is registering, subject to the extent
that the company can utilize regional review programs, or will have to
withdraw the offering from the state.
Including Regulation A offerings in CER would not unduly
compromise investor protection. The offerings would still be reviewed by
the states for both disclosure and merit issues. 39 Any particular state
would be free to ban an offering from that state if it concluded that the
offering does not meet the state's merit standards.39
Second, states should adopt a uniform exemption from advertising
regulations of the use of tombstone advertisements following the filing of
a registration statement with the states. Advertisements are particularly
important for DPOs because, unlike traditional IPOs, there is no army of
brokers calling customers to sell the deal. The exemption could be
modeled after Rule 251(d)(1)(C) under the 1933 Act which provides for
the use of tombstone advertisements with Regulation A offerings.39
Specifically, the exemption could provide that after a registration
statement is filed in the state, advertisements may be published and
broadcasted and will not be subject to any filing or review requirements,
if they state from whom a preliminary or final offering document may be
obtained, and contain no more than the following information: (1) the
name of the company; (2) type, amount, and per share price of the
offering; (3) a general description of the company's business; and (4) a
brief statement as to the general character and location of the company's
property. Such an exemption would not unduly compromise investor
protection because the advertisements would only contain limited factual
information and would only be allowed after a registration statement is on
file in the state.
Third, states should adopt a uniform exemption from state agent
registration requirements applicable to employees soliciting investors in

394. See supra Part III.A.2.
395. See supra note 104 for a list of states that allow registration by coordination for
Regulation A offerings.
396. See supra text accompanying note 135.
397. See supra text accompanying note 136.
398. 17 C.F.R. § 230.251(d)(1)(ii)(C) (2001).
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their companies' DPOs. 3' This exemption could simply provide that
persons deemed not to be brokers pursuant to Rule 3a4-1 under the 1934
Actoo shall be deemed not to be securities agents under state law. 1
In adopting Rule 3a4-1, the SEC noted that "[t]he broker-dealer
registration and associated regulatory requirements of the [1934] Act, as
well as those of the self-regulatory organizations, provide important
safeguards to investors." 4°2 However, the SEC recognized that in some
situations, e.g., when an issuer proposes to sell its securities through its
officers or employees, imposing broker-dealer registration requirements
would be inappropriate.0 3 It thus struck a balance by crafting Rule 3a4-1
as a narrow safe harbor. Among other things, Rule 3a4-1 is not available
to employees who are compensated based on sales of securities in a
DPO 4 because "[c]ompensation based on transactions in securities can
induce high pressure sales tactics and other problems of investor protection
which require application of broker-dealer regulation under the [1934]
Act.'"' Further, Rule 3a4-1 is not available to employees who have been
barred from associating with a brokerage house 4 because the SEC
believes that such individuals should be subject to regulatory oversight.
As noted above, registering as an agent with a state generally involves
filing an application 'and passing one or more qualifying exams, and, in
some states, satisfying a bonding requirement. These requirements do
impart safeguards for investors, i.e., providing a state the opportunity to
deny registration to a person it deems unfit and insuring basic competency
and financial solvency of agents. However, I believe that in the DPO
context the need for these safeguards is outweighed by the public policy
objective of facilitating access to capital by small businesses. Employees
selling stock in their employer's DPO in reliance on Rule 3a4-1 do not
have custody of client funds, do not have discretionary authority over a
client account, and are not compensated based on sales. Hence, many of
399. In October 1994, NASAA did adopt "Small Business Sales Agents Guidelines" that
provide for the exemption of an issuers officers and directors but not other employees from agent
registration. Additionally, the exemption is only applicable with respect to sales of securities
registered under SCOR. Hugh H. Makens et al.,Blue Sky Practice, REGUIATIOND OTJNGS AND
PRIVATE PIACEMENTS, 305-7 SD55 ALI-ABA 211 (1999).
400. 17 C.F.R. § 240.3a4-1 (2000). See supra notes 237-46 and accompanying text for a
discussion of Rule 3a4-1.
401. States that are prohibited from incorporating federal rules by reference would have to
reproduce the entire rule as their own version.
402. Persons Deemed Not to be Brokers, Exchange Act Release No. 34-22172,50 Fed. Reg.
27940 (July 9, 1985) (codified at 17 C.F.R. pt. 240) [hereinafter Not to be Brokers].
403. Id.
404. 17 C.F.R. § 240.3a4-1(a)(2) (2001).
405. Not to be Brokers, supra note 402.
406. 17 C.F.R. § 240.3a4-1(a)(1) (2001).
407. See Not to be Brokers, supra note 402.
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the concerns that precipitated agent registration requirements are not
present.
While the above regulatory changes are modest, they would greatly
simplify the hypothetical DPO of XYZ, Inc. discussed above. First, the
number of comment letters XYZ would have to respond to would drop
from eleven to two since it could register its offering in all sixteen states
through CER. Second, XYZ would not have to file its placard in any state.
Third, XYZ would not have to register any of its employees as agents in
any state assuming the employees meet the requirements of Rule 3a4-1.
C. Reintermediationof the DPO Market
As mentioned in the introduction of this Article, Internet DPOs
represent disintermediation of the public offering market. Specifically,
DPO issuers bypass underwriters, which traditionally serve as middlemen
for public offerings, by selling their shares directly to investors.
Disintermediation is occurring in many markets, especially those where a
middleman adds little if any value to a transaction. ' However, a counterphenomenon dubbed "reintermediation" has emerged whereby
intermediaries create new types of value for originators or consumers often
using the Internet.41
Considering the above discussion of the value added for both issuers
and investors by underwriters of a traditional IPO,4'" it is not surprising
that a number of what I refer to as "cyber middlemen" have emerged in an
effort to reintermediate the DPO market. For example, Direct IPO, Inc.
offers "turnkey" DPO services which include offering document
preparation, hyperlink marketing program, website consultation and
creation, and oversight of the registration process.4" 2 Other companies
offering similar services include Elysian Group, Inc., 41 3 DPO Central

408. See supra Part Ill.G.
409. See Andrew L. Shapiro, Digital Middlemen and the Architecture of Electronic

Commerce, 24 Oto N.U. L REV. 795, 797-98 (1998).
410. IL at 798.
411. Coffee, supra note 316, at 1200 ("Advances in information technology do not render
obsolete the key services that financial intermediaries in the securities market actually provide,
namely: (i) acting as reputational intermediaries in primary market transactions, and (ii) supplying
liquidity and immediacy to secondary markets."); Langevoort, supra note 316, at 13-15.
412. Direct IPO, http://www.directipo.com/serv/fullsr.html (last visited Mar. 25,2001).
413. Elysian Group, http'//www.elysiangroup.com (last visited Mar. 25,2001).
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Consulting,414 Drew Field Direct Public Offerings,415 Go Public Today,4 6

and Virtual Capital Group. 17
While these cyber middlemen may add value for a DPO issuer by
helping with the DPO process, it is not clear whether they add much value
for a DPO investor. Recall that a key role served by an underwriter of a
traditional IPO is that of certification intermediary, allowing investors to
comfortably forego investigating an issuer.!" Cyber middlemen cannot
presently fill this role for DPO investors. They have not been around long
enough to build up any reputational capital to back their certification of a
DPO issuer client. Additionally, it is unclear to what extent, if any, these
middlemen are performing due diligence investigations of their issuer
clients. As noted above, DPOs conducted in reliance on Rule 504 or
Regulation A do not fall within Section 11 of the 1933 Act and hence do
not trigger the associated due diligence responsibilities. 1 9 Further, these
middlemen may take the position with respect to a federally registered
offering that their activities do not fall within the definition of underwriter
under the 1933 Act and therefore are not subject to liability or due
diligence responsibilities under Section 11 .'

Building reputational capital likely begins with careful screening of
DPO candidates so that the intermediary only backs promising companies.
A number of these companies will then have to prosper so that a critical
mass is built and investors begin to notice that money can be made in
investing in DPOs backed by the intermediary. This would allow the
intermediary to establish its website as the leading portal for DPOs. In
turn, it would facilitate demand for DPOs, not because of the attributes of
a particular company, but because it is listed on the intermediary's
website, i.e., it is certified by an intermediary that has built up some
reputational capital.

414. DPO Consulting, http'//www.dpocentral.comconsultlconsulting.htm (last visited Mar.
25,2001).
415. Drew Field Direct Public Offerings, http'//www.dfdpo.com/aboutdpos.htm (last visited
Mar. 25, 2001).
416. Go Public Today, http.llwww.gopublictoday.comlpageslservices.html (last visited Mar.
25,2001).
417. Virtual Capital Group, http.//www.virtualeapitalgroup.com/dposervices.html (last visited
Mar. 25, 2001).
418. See supra note 29.
419. See supra note 334.
420. This may be a risky position to take considering the broad definition of underwriter in
section 2(11) of the 1933 Act, which arguably encompasses any person closely involved in a sales
effort offering securities. See supra note 2 for the Section 2(1 1) definition of underwriter. See also
Donald C. Langevoort, Information Technology and the Structure of Securities Regulation, 98
HARV. L. REv. 747,777 (1985) (arguing that the broad definition of underwriter would likely place
due diligence responsibilities on securities marketing specialists).
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Is this scenario realistic? Probably not. It would require the
intermediary to be able to routinely pick winners and avoid losers, which
seems unlikely in the high risk area of microcap stocks. It would also
require a fee structure that is attractive to potential issuers and adequately
compensates the intermediary for the legal risk associated with marketing
DPOs,421 which may not be practical if the intermediary is subject to
Section 11 liability.4 Additionally, if the intermediary is able to routinely
pick winners, it likely would be better off financially to invest in the
companies itself or to start underwriting offerings for companies. 41
VII. CONCLUSION

Regardless of whether state and federal regulatory burdens associated
with Internet DPOs are eased or a cyber middleman is able to develop
sufficient reputational capital to serve as a certification intermediary,
DPOs will always be around since small businesses will always be looking
for capital, and DPOs have provided necessary capital for some. However,
for small companies, successful Internet DPOs are likely to remain an
anomaly. There simply is not much demand for the uncertified, illiquid
stock of risky companies, and these companies generally are not in a
position to create demand through marketing or pricing. Given this lack of
demand and the resulting poor success rate of Internet DPOs combined
with the disadvantages of going public, small companies should view

421. Three DPO serviceproviders listed in the text accompanying notes412-17 supra provide
information regarding fees. Direct IPO charges a cash fee of 13-15% of the proceeds of the offering

plus warrants for 10% of the shares offered. http/www.directipo.con/abouttfaq.html. For a
Regulation A offering, Elysian Group charges $10,000 for DPO coordination, $10,000 for
preparation of the offering circular, $25,000 for marketing and public relations, $5,000 for DPO
website, 8% of the companies total authorized and issued shares and 10% of capital raised.
http://www.elysiangroup.com. Virtual Capital Group charges $10,000 for DPO coordination,
$10,000 forpreparation of the offering circular, $25,000 formarketingand publicrelations, $5,00
for DPO website and 8% of the companies total authorized and issued shares.
http:/www.virtualcapitalgroup.com/fees.html.
422. See Coffee, supra note 316, at 1121 (asserting that the commission charged by
underwriters reflects a hefty insurance premium for the legal risk undertaken by an underwriter).
423. This, perhaps, is the conclusion reached by Andrew Klein, founder of Spring Street
Brewing Company, who in the wake of all the publicity received by Spring Street's Internet DPO
was overwhelmed by calls from small businesses seeking advice on raising money over the
Internet. Jeffrey L Hass, Small Issue Public Offerings Conducted Over the Internet: Are They
"Suitable" for the Retail Investor?, 72 S. CAL. L. REv. 67, 70 (1998). Mr. Klein could have
attempted to capitalize on this opportunity by establishing a cyber middleman of the type discussed
above, but instead decided to form Wit Capital Corporation, an on-line investment banking firm
with an initial focus on allowing small investors to participate in IPOs managed by established
underwriters. Michael Krantz, Moguls by the Million; Wit Capital Is Using the Web to Take
CompaniesPublic,Allowing Small Investors to Get In on the Deal,TIME, Sept. 29, 1997, at 43.
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Internet DPOs only as a financing option of last resort. In fact, small
companies may be reaching this same conclusion; both the number of
DPOs peaked by
DPO offerings and the number of companies pursuing
4
1998 and have dropped steadily every year since. 2
Because of the importance of small companies to the economy and the
critical role access to capital plays in their success, this Article proposes
regulatory changes to improve coordination between and uniformity of
federal and state securities regulations. These changes are admittedly
modest and hence would only modestly improve the viability of Internet
DPOs for small companies. However, more drastic measures appear
inappropriate in light of the investor protection concerns associated with
Internet DPOs by small companies.
Hence, any future growth in the number of Internet DPOs will likely
come from seasoned public companies listed on national exchanges. 2 s
Such companies may have their own reputational capital developed from
a history of meeting or exceeding earnings estimates and are routinely
certified by investment banking firm analysts.42 These factors may
overcome the need for underwriter certification of a particular offering by
a seasoned public company. Further, most of these companies have a
developed secondary trading market for their stocks, eliminating liquidity
concerns, and can rely on Section 18 of the 1933 Act427 to minimize blue
sky compliance issues. Perhaps the most small companies can hope for is
that DPOs by seasoned public companies increase investor interest in
DPOs generally, including those undertaken by small companies.

424.
425.
426.
427.

See supra note 14.
See Lane et al., supra note 193, at 109-10.
See Coffee, supra note 316, at 1210.
See supra notes 33-35 and accompanying text.
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